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Foreword 


There can be little question that we are currently passing 
through one of the most critical periods, if indeed not the 
most critical period, of modem times. Looking back over the 
events of the last few years it may be seriously questioned 
whether as a people we have any real understanding of how 
dreadfully near we came, not once but several times, to the 
brink of disaster. Suppose the robot planes had been devel- 
oped a few years earlier and had been thrown into the aerial 
attack on Britain in the summer and autumn of 1940; sup- 
pose we had not succeeded through accurate aerial bom- 
bardment in reducing the robot menace, when it did come, 
to perhaps 10 per cent of the dimensions that had been 
planned by the Nazis; suppose the British leaders had in the 
hour of crisis in 1940 not decided to stand firm; suppose 
Hitler had not made the mistake of attacking Russia in 1941; 
and finally, suppose that we had yielded as a people, as could 
well have been the case, to the powerful voices of dissension, 
inaction and isolation in our own midst. Looking back over 
it all and considering the whole course of events, we can 
indeed be thankful that we have escaped. But it is incredible 
as we look back over it all that the Allies who fought World 
War I to a successful conclusion should have allowed them- 
selves to drift along until we came perilously near to utter 
disaster. 

I cannot help believing that this terrific experience has 
sunk deep into the consciousness of the people of the United 
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States and indeed of the peoples of the United Nations. Two 
world wars within a single generation could not fail to make 
an indelible impression and to convince even the most naive 
and careless optimist that it is no easy task to maintain the 
peace of the world and that to accomplish this task it is abso- 
lutely essential to enter into close collaboration and continu- 
ous co-operation with other countries. 

Such international co-operation involves, everyone is 
agreed, a world political organization designed to insure, by 
the application of force when necessary, the peace of the 
world. It is not, however, so well understood that the perma- 
nence and workability of a world security organization must 
be reinforced and sustained by a world economic program. 
Unless we can solve our economic problems we shall not 
succeed in maintaining the peace of the world merely by 
setting up, no matter how well designed, a world political 
organization. 

I have called this book America's Role in the World 
Economy. This title underscores the fact that world pros- 
perity and world stability depend in no small measure upon 
(a) the achievement of full employment within the United 
States, and (b) the active and wholehearted co-operation of 
the United States in the formation and development of in- 
ternational economic organizations designed to insure the 
workability of a new world order. 

This book is addressed to the general intelligent reader. 
It is not a book for the specialist. It is intended to help that 
ever growing and ever more influential group of people who, 
despite a good educational background, find a great difficulty 
in making their way through the intricacies of economic 
discussions. Everywhere people are more and more eager to 
acquire a background of knowledge and competence in 
economic matters sufficient to enable them to judge for them- 
selves the merits of conflicting and opposing arguments. I 
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have advanced in these pages a positive thesis of my own, but 
I hope that in so doing I have aided readers who do not fol- 
low me in all my conclusions to think through the problems 
for themselves. It is not a difficult book, and I hope that it 
may dispel in some measure the belief that economic problems 
are so complex that they cannot be understood by the general 
reader. 

It is imperative that we do in the generation that lies ahead 
of us greatly increase the general knowledge and understand- 
ing of our citizens in these matters; for unless we do so, we 
shall not succeed in achieving the great goals of full employ- 
ment, rising living standards and economic stability in a free 
democratic society. Freedom and democracy cannot be 
achieved, as some would have us believe, by going back to 
laissez faire and noninterventionist policies. In the modem 
world, freedom and democracy can survive only by a posi- 
tive program of action firmly based on the broad education 
and understanding of the masses of our people and on their 
active and self-disciplined participation in the formation of 
public policy. 

In my thinking about these problems I have had many 
discussions with innumerable friends from all over the world. 
I am especially indebted, however, to my own colleagues in 
Harvard University and in the Federal Reserve System. I wish 
especially to express my appreciation to Miss Phyllis Bramlet 
and to Miss Jane Hutchins for efficient help in preparing the 
manuscript for the press and for making the index. Finally, I 
must acknowledge the invaluable facilities placed at my dis- 
posal both by the Graduate School of Public Administration 
of Harvard University and by the Board of Governors of the 
Federal Reserve System. 


Alvin H. Hansen 



PART ONE 


POSTWAR HOPES AND FEARS 



CHAPTER I 


The Outlook for Economic Security 
and World Peace 


International security and world peace cannot be achieved 
except through international co-operation. This is obvious, but 
we shall need to reiterate it again and again in the generation 
that lies ahead. 

It is of the utmost importance continually to keep before us 
the fact that the maintenance of peace is no easy matter. We 
were naive after World War L We thought we had fought a 
war to end all war. As a nation we had not the slightest con- 
ception how difficult it is to maintain the peace of the world. 
And it is difficult because successful international co-operation 
is no easy task. 

We embarked upon World War I with high hopes for the 
future. We were fighting a war to make the world safe for 
democracy. On the basis of Wilson’s Fourteen Points and the 
proposed League of Nations, the future peace of the world 
would be assured. 

But the Treaty of V ersailles ended in world- wide disillusion- 
ment. Cynicism supplanted optimism and hope. And in the 
interwar period the course of events moved with ups and 
downs in a direction that reinforced this cynicism. 

We embarked upon the present war in an atmosphere wholly 
different from that of World War I. The young men who were 
drafted undertook the business at hand with a firm purpose to 
carry through to the end, but free from unrealistic and super- 
ficial illusions. No one could see at all clearly where, we were 
coming out or what would be the solution for the tangled and 
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obstinate problems confronting the modern world. There was 
no choice. We had to carry on. But there were no illusions 
about an easy and happy future as we girded ourselves to push 
through to victory. What lay beyond was by no means clear. 

We began the last war with high hopes and ended it in dis- 
illusionment; we began this war disillusioned, but as the war 
moves to a close we emerge in a revival of hope and a growing 
spirit of confidence — a confidence born of a realistic sifting of 
the difficulties confronting us. 

I believe that there are deep and fundamental reasons why 
we may expect that the settlement following World War II 
will rest on a more secure foundation than that which followed 
World War I. This faith rests not merely in the belief that the 
terrific experience which has twice confronted this generation 
has made it less naive and more realistic. It rests even more upon 
a constellation of factors that were not planned by human 
beings — factors that will inevitably and profoundly shape the 
course of future history. What these factors are in contrast to 
World War I, I shall elaborate in the course of this chapter. 

Why did the settlement following World War i end so 
disastrously? And is there any firm ground upon which to erect 
hopes that the prospect following World War II will be any 
better? To these fundamental questions we must seek an answer 
in terms both of world politics and of world economics. 

The settlement following World War I was doomed to 
failure for several reasons. World opinion had not yet advanced 
to a point that made possible even the minimum conditions 
necessary for the functioning of an international political or- 
ganization. In the United States we were not even prepared to 
join the League. There was no general awareness how difficult 
a matter it is to preserve world peace. Following the Napole- 
onic W r ars, the world had become accustomed to a condition of 
general peaceful relations, with wars limited to restricted areas, 
such as the American Gvil War and the Franco-Prussian War. 
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World War I was regarded as an unhappy incident; once 
finished, it would not be likely, so it was thought., to recur. 
Large liberal elements in the western democracies had never 
been convinced that the war was not the product of capitalist 
and imperialist blundering or, worse yet, contrived with 
malicious intent. There was no deep feeling that the very exist- 
ence of the nation was at stake. In the United States, did not 
perhaps the majority feel that we had unnecessarily been led 
into a war that did not concern us? 

Accordingly, the belief that it was necessary to build an 
international force to preserve the peace of the world was 
wholly lacking, at least in the United States. The grave danger 
of war was not adequately realized. We were prepared to take 
our chances; we were cynical about our allies; and we drifted 
on, without knowing it, to the brink of national disaster. 

Equally important is the fact that the international political 
situation in Europe, following World War I, was in an un- 
stable equilibrium. The peace of Versailles was built around 
France. So built, it failed to take cognizance of stark realities. 

Consider France as the cornerstone of the peace settlement. 
This cornerstone of the new world security was a second-rate 
power in terms of industrial strength, population and resources. 
Internally the French nation suffered from deep social and 
economic cleavages. There was no internal cohesion. There 
was intense and bitter conflict. Old and outworn patterns of 
thinking controlled its political and economic policies. The 
internal problems of France remained unsolved. 

Externally France still faced the German giant in the center 
and heart of Europe. The war had not changed this funda- 
mental fact. This France fully recognized, and her reaction 
was one of fear. The Maginot line on the west and the ring of 
buffer states on the east were the external symbols of this fear. 
But they were no answer to the stark fact that the peace of the 
world had been erected on too narrow a foundation. 
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Russia on the other side of the great European giant was an 
unknown quantity. All the world was skeptical and, indeed, 
cynical with respect to her political and economic future. 
Russia "remained in greater or less degree an outcast in the 
family of nations. As such, she could not and did not become a 
pillar to support the structure of world peace. 

England attempted her traditional role of acting as a balance 
wheel in the constellation of European political forces. But she 
was bewildered, confused and unable to act. On the one side 
she wanted to build up a stronger Germany to help promote the 
economic prosperity of Europe, and on the other she was 
committed to support, however weakly, the world’s peace 
structure built upon France. She did not know what to make of 
Russia. As the interwar period wore on, her policies ended in 
futility and frustration. 

We in the United States naively believed that Europe could 
stew in its own juice without danger to our own security. The 
Atlantic Ocean, it was still believed, was ample protection for 
the great American continent. We reverted to our agelong 
isolationism. 

World security in the interwar period failed no less because 
the great industrial nations did not understand and were wholly 
unprepared to face the economic problems of the postwar 
world. Everywhere there was an effort to revert to prewar 
policies and to restore the prewar economy. This effort failed. 
Price fluctuations in all countries, inflation in Germany and 
France, a persistent core of unemployment in England, increas- 
ing -disequilibrium in the primary-producing countries, boom 
and depression in the United States — these were the manifesta- 
tions of economic unbalance all over the world. 

All hopes for the restoration of the prewar economy were 
dashed in the great depression. International economic co- 
operation was completely cast aside. Each nation straggled by 
whatever means it could grasp to stay above water. Economic 
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warfare became the rule. Tariff increases, import quotas, 
exchange control, competitive . exchange depreciation, bilater- 
alism and multiple currencies destroyed multilateral trade and 
the international price system. 

Could we have stopped the great depression dead in its tracks 
and gone on to high levels of income and employment and 
rising standards of living throughout the world, we might 
eventually have rebuilt the structure of world peace on firmer 
foundations. But the great depression fanned the flames of a 
new world conflagration. It required four years of mass unem- 
ployment to bring Hitler to power in Germany. The reabsorp- 
tion of these unemployed into war industries and into the army 
and navy solved for Germany at one- and the same time the 
problem of unemployment and the problem of revitalized 
military power. Confused and distracted by the problems of the 
depression, the growing menace of Germany was not faced by 
western Europe and the United States. Russia alone, insulated 
by her economic system from the ravages of the world-wide 
cumulative deflation, had the strength and the insight to face 
the new menace and to prepare for resistance. 

International co-operation thus failed after World War I, 
first because of the unstable political equilibrium in Europe and 
second because of the uncontrolled or uncontrollable economic 
disaster which engulfed the world in the decade of the thirties. 

What, now, are the prospects after World War II? A great 
new fact emerges from World War II. It will change the face 
of Europe. It will profoundly dominate the course of world 
history in the generations that lie before us. 

This great new fact is the rise of Russia on one side of the 
globe and the economic and military power of the United States 
on the other. A happy geographical accident — two great 
powers occupying vast continents and controlling vast re- 
sources in areas that are noncompetitive — this fact must be set 
down as a dominating and directing force in the future course 
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of history. We are confronted here with a completely new 
constellation of forces. Within this framework the role of 
France, Germany and England of necessity must be something 
very different from that set by the European patterns of past 
generations. 

This new constellation of forces presents, one may believe, a 
realistic hope for a new basis for world security and world 
peace. It does not rest mainly upon the frailties of human good 
will and good intentions but on a rock-bottom geographical 
fact. Here is a framework within which international co- 
operation has a chance to succeed. World security and world 
peace rest basically upon the United States and Russia. These 
two great powers must co-operate with other countries, large 
and small, to secure world peace, and the co-operation must 
take concrete form in a United Nations international organiza- 
tion. 

In between those two powers on opposite sides of the globe is 
die British Empire which emerges from World War If abso- 
lutely stronger than ever before. As such it can act as a powerful 
cementing and balancing factor. With respect to the European 
sphere, the United Kingdom can be greatly reinforced, in this 
balancing role, by the countries of western Europe. On the 
other side of the globe, China and the British Empire can play 
an equally balancing role. Here are solid pillars upon which a 
United Nations and ultimately a truly international security 
organization can be built. 

Germany at the end of World War II will be confronted 
with an entirely new world: on the one side the crushing might 
of a new Russia and- on the other the demonstrated power of the 
United States and the British Empire. A generation hence 
Russia will have a population of over 250 million; her industrial 
strength and her productive power will have increased several- 
fold. A generation hence Russia will loom up as a great colossus. 
Confronted with this giant in terms both of population and of 
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Industrial development Germany cannot again challenge the 
peace of the world. ' 

We are thus confronted, with a new political equilibrium 
following World War II. But what about the world economic 
situation? Are we better prepared to meet our economic prob- 
lems than we were after World War I? 

Here again, I think, there is solid ground not indeed for 
optimism but for hope. There can be no question that a pro- 
found revolution has occurred in economic thinking through- 
out the world. We have learned a great deal from the experi- 
ences of the last two decades, in the United States we have 
introduced a number of important reforms which will tend 
to minimize the distortions of a boom period. And we are not 
hopelessly at sea, as we were in 1929, with respect to ways and 
means of heading off a rapidly cumulating depression. For ex- 
ample, the crazy financing of home mortgages prevalent in 
the twenties created a thoroughly unsound situation which 
intensified the collapse that followed. This situation has now 
been remedied through the reforms instituted under the Fed- 
eral Housing Administration. Reforms relating to the stock 
market, including the Securities Exchange Commission and 
margin regulations, tend to prevent such unhealthy speculation 
as prevailed in the twenties. Important banking reforms have 
been instituted, including the guarantee of deposits. The social- 
security program puts a floor under depressions. These and 
many other measures help to remove artificial distortions and 
to minimize the danger of unchecked collapse following a 
boom. 

Even more important is the fact that we have definitely aban- 
doned the view that a depression must be allowed to run its 
course. While it cannot be claimed that we have developed 
any far-reaching program that assures the mastery of our eco- 
nomic fate, nevertheless marked progress has been made. I do 
not think that any future administration in the United States 
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would again sit idly by while the national income falls rapidly 
to half its former level as occurred from 1929 to 1932. We have 
learned ways and means of stopping such a catastrophic de- 
velopment. We are no longer hampered by the doubts, fears 
and restraints that prevented us then from taking vigorous 
action. All this represents a major gain. 

Throughout the world, leaders in government and in in- 
dustry are more and more committed to a program of sustained 
full employment. This does not mean that anyone believes that 
perfection can be achieved. We shall fall short of the goal 
aimed at. There will be fluctuations in employment. But we 
are determined, through antidepression measures, to moderate 
these fluctuations. All modern governments are increasingly 
committed to expansionist and developmental programs, to the 
promotion of rising standards of living and to the creation of 
underlying conditions necessary for the attainment of full 
employment. 

A new attitude, moreover, is prevalent among the leading in- 
dustrial countries with respect to the primary-producing and 
economically backward countries. In former times these re- 
tarded countries throughout the world were condemned to 
the position of economic colonies. They were mere appendages 
to the economies of the great industrial nations. Economic 
policies were as a matter of course directed toward the con- 
tinuance of the status of economic colonialism. The indus- 
trially backward countries were expected to supply raw mate- 
rials for the great countries and, in turn, to furnish a market 
for manufactured products. 

There is a new outlook abroad in the world today. Now, 
everywhere the note is sounded that development, diversifica- 
tion and industrialization must be undertaken in the back- 
ward areas. We have come to realize that the future trade of 
the world cannot continue to run in the simplified terms of 
exchange of raw materials for finished manufactured products. 



20 America's role in the world economy 

Rather, it must run in terms of highly diversified trade between 
countries with different skills and resources but each devel- 
oped to the fullest possible extent. Large-scale developmental 
projects, industrialization to an extent that is economically 
feasible, and the diversification of agriculture; the develop- 
ment and improvement of human resources through improved 
health, nutrition and education; the promotion of a higher 
standard of living, rising productivity, and increased purchas- 
ing' power — these are the new world economic goals. They 
promise a more stable economy and better living standards 
everywhere. 

A beginning has already been made to instrument these inter- 
national policies. We are in process of setting up a United 
Nations Organization on Food and Agriculture designed to 
increase agricultural efficiency and nutritional standards 
throughout the world. Articles of Agreement were reached by 
the delegates of 44 nations at Brettori Woods on an interna- 
tional Bank for Reconstruction and Development. The pro- 
posed Bank for Reconstruction and Development is a symbol 
of the new world outlook. Development, diversification, in- 
dustrialization and expansion — these are the ideas that underly 
the concept of the International Bank. 

■ In more and more countries definite monetary and fiscal pro- 
grams are being developed to promote full' employment and 
economic stability. The automatic processes upon which we 
still relied after World War I have been found wanting. Be- 
tween the two wars more and more countries have set up cen- 
tral banks and improved their monetary and banking struc- 
tures’. In place of the automatic gold standard, international 
monetary co-operation is everywhere recognized as a neces- 
sary condition for an orderly world. Such co-operation is al- 
ready under way and must assume concrete embodiment in 
institutional arrangements of some kind. The International 
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Monetary Fund proposed at Bretton Woods is a carefully 
thought-out plan designed to meet present-day international 
monetary needs. 

Other Internationa! conferences dealing with commercial 
policy, air routes, oil, cartels and commodity agreements are 
under way. It is apparent that the leading countries of the world 
are far more aware of the basic importance of economic prob- 
lems in international relations, and see far more realistically 
now than before what these basic economic problems are. 

Thus there is, l believe, a realistic basis for a hopeful view 
of the future, in terms both of the new international political 
equilibrium and of the guiding principles of economic policy 
which increasingly dominate thinking throughout the world. 

But it Would be a great mistake to think that the problems of 
the future are easy ones or that the future is in any sense secure. 
I repeat, it will be no easy matter to maintain the peace of the 
world. Fortunate as the geographical position of the United 
States and Russia is, innumerable frictions will tend to develop 
between os not only with respect to the problems of Germany 
and western Europe but also those of the Far East. Eternal 
vigilance and the utmost good will are needed. Unless we 
realize the difficulty of the task and the dangers that lurk on 
every hand, we shall not remain alert and prepared to play our 
role in international co-operation. 

Equally, the economic problems that confront us in both the 
domestic sphere and the international sphere are infinitely com- 
plex and difficult. We have as yet only reached the kinder- 
garten stage in learning how to manage our. complex economic 
problems. But we have made a beginning. We have freed our- 
selves in large measure from the restraints that formerly tied 
us hand and foot and made it impossible to act. We are in- 
creasingly developing the tools and mechanisms needed for the 
task. But we have vet to work out a comprehensive, far- 
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reaching program both on the domestic front and the inter- 
national, adequate to give us confidence and faith that our 
economic future is secure. 


CHAPTER II 


The Economic Basis of 
Sound International Relations 


I have the strong impression that many persons vitally inter- 
ested in sound international relations are too frequently dis- 
posed to assume that a high level of economic prosperity in all 
countries would be assured if trade barriers were largely re- 
moved. It is undoubtedly true that the erection of postwar 
agricultural tariffs, together with the increasingly protectionist 
policies of many countries, the reparation payments, and the 
unsound policies pursued with respect to foreign lending, were 
important factors intensifying the terrific world depression 
beginning in 1929. While this may certainly be granted, it 
would be a great mistake to assume that sounder international 
economic policies of the character referred to above would 
themselves insure an avoidance of serious depressions. Indeed, 
one can go much farther and assert that even in a world that 
was completely under one political sovereignty the funda- 
mental factor producing depressions would still be present, 
namely, the fluctuation in the volume of real investment. 1 

In laying plans for a durable peace it would be very danger- 
ous to overlook the threat to the stability of any arrangements 

1 See my article in International Conciliation Bulletin, April, 1941. 
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that may be made should we experience a recurrence of deep 
depressions. 

I think it is increasingly the view of economists that the de- 
pression starting in 1929 is in very large measure responsible 
for the present plight of the world. There was a very good' 
chance— though no absolute certainty— that in the absence of 
the great depression a solution might have been found for the 
central problem of Europe, namely, the place of Germany in 
international relations. Despite the mistakes of the Versailles 
Treaty, progress was being made toward a solution in the rela- 
tively prosperous years of the late twenties, and could this 
prosperity have been maintained on a fairly high level, it is not 
unreasonable to assume that, progressively, a solution would 
have been found and war thereby averted. 

The thesis can, therefore, be advanced with a good deal of 
reason that the really acid test of international economic co- 
operation runs in terms of deliberate international policy with 
respect to the control or moderation of depressions. 

With respect to the United States, it may be asserted with a 
good deal of confidence that this country could make no 
greater contribution toward the solution of the international 
political as well as economic problems than that of achieving 
a high degree of internal economic stability at a level of fairly, 
full employment of labor and other resources. It is, I think, 
a fact that the extraordinary instability of the American econ- 
omy presents one of the most serious problems confronting 
Europe and, indeed, the whole world. The great depression 
itself was, of course, a result of the interplay of a great many 
factors, partly internal and partly international, but there can 
be little question that the tremendous investment boom of the 
twenties in the United States (and in other countries fostered 
by American foreign loans), the succeeding high degree of 
temporary saturation and the ensuing collapse in the output of 
fixed capital goods, particularly in this country, were the cen- 
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tral core of the great world depression and determined in the 
main its intensity and duration. A bad international setup, of 
course, magnified the impact upon the outside world, and this 
impact in tern reflected itself back upon our own country in a 
cumulative fashion. Thus, as always in a depression period, it is 
quite impossible to unravel the interplay of cause and effect re- 
lationships. But through it all it is important to see the internal 
situation in the United States which would have created a pro- 
found depression. regardless of the international setup. 

Europe, and the primary-producing countries as well, from 
whom we import so heavily; and whose prosperity or depres- 
sion is, therefore, in large measure a reflection of our own, 
have every reason to fear the impact of America upon world 
affairs if we continue a high degree of economic instability or 
chronically depressed conditions as in the interwar years. 

It is a striking fact that the movements of the Federal Re- 
serve index of industrial production in the last decades bear a 
close resemblance to the movements in the quantum of world 
trade. A sharp depression in the United States spreads to the 
rest of the world through the sudden decline in American im- 
ports induced by our depression. A low rate of "activity in 
America inevitably throws the American trade 'and service 
payments on international account into disequilibrium. A vio- 
lently fluctuating American economy is a menace to economic 
stability in the rest of the world. A chronically depressed 
America, unless the world can in some manner isolate itself 
from this depressional influence, tends to infect other countries. 

Under these circumstances it is highly probable that unless 
the United States can do a better job of managing its own 
economy and can effectively co-operate with other countries 
on monetary policy, fiscal policy, and on a co-ordinated inter- 
national program of expansion and development to combat 
depression and unemployment, it will become necessary for 
foreign countries to insulate themselves as far as possible 
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from the American influence. It is by no means improbable that 
without an adequate internal American policy, combined with 
international collaboration along the lines indicated, the Eu- 
ropean countries will find it essential to their political and eco- 
nomic stability to collaborate on policies designed to segregate 
themselves economically from the United States. This would 
indeed be a world tragedy. 

Through management of the exchange rate and other con- 
trols elaborated during the period of the war, it is not improba- 
ble that there might be integrated into a fairly unified system 
a considerable international area, including not only the Brit- 
ish Empire and the countries of western Europe but aiso at 
least that section of Latin America whose trade has always 
been closely linked with England and western Europe. Such 
a quasi-onion would embrace a very considerable part of the 
modem industrial world. But with the United States left out 
we should have world chaos. 

All countries are aware of the economic difficulties that will 
confront them at the end of the war, particularly the danger of* 
mass unemployment. In addition to political reconstruction, 
bold economic and financial planning on a world-wide scale 
is required, involving international developmental projects and 
internal domestic programs to promote high levels of produc- 
tion and rising living standards. International collaboration 
with respect to internal expansion within each country must, 
moreover, be undertaken with a view to the promotion of 
international equilibrium. 

In an article in the New Statesman and Nation written as 
early as February 17, 1940, reference was made to the perilous 
situation that will confront all the belligerent countries when 
the armies are demobilized and returned to civilian life. The 
worst error, it was urged, committed by the statesmen follow- 
ing World War I was not the Treaty of Versailles 'with ks 
doubtful political frontiers, but rather their failure to grapple 
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effectively with the economics of the postwar world. The first 
chapter in peace settlement ought to include an ambitious plan 
of international reconstruction and developmental programs 
combined with internal policies to maintain full employment. 

Undoubtedly, intelligent opinion throughout the world ea- 
gerly hopes and plans for international collaboration with the 
United States. But this is true only on the assumption that there 
is reason to suppose that the United States can and will stabilize 
its economy at a high employment level and that it can and will 
participate in effective international collaboration along mone- 
tary, trade and fiscal lines. 

What I have tried to state briefly is my conviction that it is 
necessary to think of international economic co-operation in 
more thoroughgoing terms than has commonly been the case. 
It is important not merely to think in terms of the optimum 
international division of labor which at full employment would 
give us the largest realizable real income. In the kind of world 
in which we live today it is even more important to realize how 
difficult the goal of full employment is and to consider those 
domestic and international policies that will tend to promote 
this end. 


CHAPTER III 


The Need for 

International Economic Co-operation 


World Instability in the Interwar Period, 1919-3$ 

The world as a whole failed miserably to make the economy 
function in a satisfactory manner in the two decades between 
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the two world wars. For this the great industrial nations that 
control the bulk of the world's resources are mainly to blame. 
By failing to make adequate use of their own resources in the 
interest of their own people, economic distress spread to the 
countries less adequately endowed with natural resources. Out 
of this failure sprang the breakdown of the world economy 
and indeed of international political security. 

Between the two world wars, we suffered, throughout the 
western world with varying degrees in different countries, 
violent price fluctuations, catastrophic movements in the level 
of production, prolonged intervals of mass unemployment 
in all the major industrial countries, and very serious under- 
mining of property values, leading in some countries to wide- 
spread bankruptcy and in others to a virtual elimination of the 
middle class. 

We shall not succeed in establishing a secure political world 
following this war unless we solve our economic problems. 
High levels of employment and a high degree of economic 
stability underlie, basically, ail programs of international rela- 
tions. Unless these economic ends are achieved, any United 
Nations program along political lines will utterly fail, it would 
be suicidal to assume that these economic ends can be expected 
to be reached by letting things take their course. 

Accordingly, there is a growing belief throughout the world 
that a number of new* international economic institutions must 
be undertaken, and that all nations must earnestly co-operate 
to secure enlightened management of these institutions so that 
they may contribute to the desired economic goals of stability 
and full employment. 

That international economic relations had reached a serious 
impasse by September, 1939, is fully evident from the growth 
of bilateralism, clearing agreements and foreign-exchange con- 
trol. 

The reconstruction of a multilateral trade system will ob- 
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viously encounter serious obstacles. To begin with, there is 
the current maldistribution of international monetary reserves 
evidenced by. the fact that the United States now holds $21 
billion worth of gold, nearly two-thirds of the world's supply 
of monetary gold. It is true that the abnormal holdings by the 
United States do not necessarily imply that foreign countries 
are possessed of insufficient reserves to operate a free-exchange 
system. Foreign countries outside of the United States hold 
about $14 billions of gold which exceeds by 50 per cent the 
total gold (dollar value) held by all countries in the world in 
1925. Moreover, new gold production is now enormously 
greater than in the twenties and this also must be taken into 
account. The gold holdings of foreign countries are, however, 
not well distributed, among the different countries nor do all 
countries participate at all equally in the new gold production. 

It is also true that the abnormal gold inflow into the United 
States in the thirties was related not solely or even mainly to a 
world disequilibrium in the current international account but 
largely to capital movements. Thus, of the $16 billion worth 
of gold inflow (1934-42), $6 billion may be attributable to an 
export surplus (heavy in the years 1939, 1940 and 1941), while 
the remaining $10 billion are attributable either to recorded 
capital inflow ($6 billion) or to unidentified transactions ($4 
billion). Of the capita! inflow, about $2 billion represented 
return of American capital, about $% billion foreign purchase 
of American securities and about $1% billion increased bal- 
ances of central banks and governments in the United States. 
A considerable amount of the capital inflow clearly repre- 
sented “hot money/’ and' the whole was more or less related to 
disturbed political conditions. Thus factors other than the 
“chronic world shortage of dollars” have been responsible for 
the larger part of the heavy gold inflow into the United States. 
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World Shortage of Dollars 

Bet apart from the political and other factors, the United 
States has tended over many years to drain a disproportionate 
share of the world's gold owing to underlying economic fac- 
tors affecting its current international account* 

Related to "this chronic disequilibrium is the long-run tend- 
ency through several decades of the terms of trade (i. e., the 
ratio of export prices to import prices) to move against the 
agricultural and raw-material countries. This tendency, bas- 
ically resting upon the relatively inelastic demand for most 
agricultural products and coupled with the increasing diversifi- 
cation of consumption and higher standards of living in the ad- 
vanced countries, has caused the demand for agricultural prod- 
ucts to fail in relation to that for industrial products. A rapidly 
developing agricultural technique (increasing agricultural ef- 
ficiency and productivity) confronted by an inelastic demand 
schedule compels either serious deterioration of the terms of 
trade for these countries or emigration of their population or 
■their transfer into industry in their own country. The net effect 
in fact has been partly deterioration of the terras of trade and 
partly an accentuation of industrialization. 

The drastic redistribution of international assets (German? 
in the last war and England in World War II) accentuates the 
international disequilibrium. Britain, having largely lost her 
net-creditor position and having suffered a substantial deteri- 
oration in her exports, must nevertheless import foodstuffs and 
raw r materials to prevent a decline in her standard of living. 
Britain is, moreover, unable to compete with the United States 
in just those products in greatest demand as living standards 
rise — automobiles, radios, phonographs, typewriters, electrical 
appliances and the like. The technical superiority of the United 
States, the unfavorable terms of trade in the agricultural and 
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raw-material countries, and the drastic redistribution of inter- 
national assets combine to create a continued disequilibrium in 
world trade. 

Means of Achieving International Balance 

The main means to achieve international equilibrium are 
(a) the promotion of full employment in the industrially ma- 
ture countries, and especially in the United States, (b) the 
development and industrialization of the backward countries 
designed to change the structure of their economies, and (c) a 
liberalization of commercial and tariff policies throughout the 
world, and notably in the United States. 

International collaboration to secure full employment in 
the industrially mature countries promotes international equi- 
librium in the respect that a full-employment income in these 
countries tends to spread prosperity throughout the world and 
in general promotes a high level of world trade. Within the 
framework of full employment and a high level of world trade, 
substantial tariff reductions become feasible, and price adjust- 
ments incident to changes in the United States tariffs and ex- 
change rates can be more effective than is - possible under con- 
ditions of underemployment. 

A structural change in the economies of undeveloped coun- 
tries is equally important. This means diversification of agri- 
culture, better equipment on farms, mechanization of agricul- 
tural production, improved transportation facilities, electrifica- 
tion arid the spread of industrialization. Industrialization is 
typically possible along the following lines: (a) the first stages 
in the processing of indigenous raw materials, (b) the develop- 
ment of lighter consumer-goods industries and (c) the assem- 
bling of complicated industrial products manufactured abroad. 
Diversification and industrialization, moreover, require the 
promotion of large-scale developmental projects,’ including 
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electric power, port facilities, river-valley development, roads, 
railroads, airways and other communications. Thus the basic 
solution runs in terms of the spread of capital equipment and 
modem techniques throughout the world. 

In order to effectuate the necessary programs of adjustment 
it will be necessary to engage in international economic co- 
operation on many fronts. Some of the more important of these 
institutions will be discussed in the following pages. 



PART TWO 

THE ECONOMIC FOUNDATIONS 
OF WORLD SECURITY 



CHAPTER IV 


The International Bank for 
Reconstruction and Development 


Forty-four nations participated in the Monetary and Finan- 
cial Conference at Bretton Woods in July, 1944. The Con- 
ference reached agreement on two far-reaching proposals de- 
signed to promote postwar international progress and stability. 
I propose to discuss the Bretton Woods Agreements on an In- 
ternational Bank for Reconstruction and Development and on 
the International Monetary Fund in the five following chap- 
ters. 


Character and Functions of the Bank 

What is the nature of the International Bank for Recon- 
struction and Development? How will it function? What re- 
sults can it be expected to achieve? How will it affect the in- 
terests of American investors, American exporters, American 
labor and American farmers? How will it affect the prosperity 
of the United States? How will it affect world economic sta- 
bility? 

The Bank is expected to aid reconstruction in war-devastated \ 
countries and to promote economic development in backward 
countries. 

The Bank will have a capital of $9.1 bil lion subscribed to by 
member countries. The capital subscription assigned to each 
member corresponds roughly to its relative size and impor- 
tance in the world economy. The share assigned to the United 
States is $3,175 million. Only 10 per cent of the subscription 
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is to be paid in at the outset, the remainder being subject to 
call. 

Including the i o per cent initially called in, the Bank has the 
power to call up to a maximum of 20 per cent of the capital 
for direct loans to foreign countries or foreign enterprises. In 
this case the Bank would make loans from its own capital 
funds. It is, however, doubtful that the Bank will use, except in 
rare cases, its own capital funds for direct loans. The Bank will 
be. essentially an underwriting and guaranteeing institution. It 
will, in the usual case, guarantee issues floated by foreign bor- 
rowers in the private-capital markets. The Bank may also, if 
this is deemed desirable, issue its own bonds in the private- 
capital markets, and from the funds so raised make direct loans 
to foreign borrowers. 

To sum up, the Bank may (a) make direct loans from its 
. own capital, {b) make direct loans from funds raised in the 
: private-capital markets through the issue of its own bonds and 
I (c) guarantee issues placed by foreign borrowers in the private- 
capital markets. 

High-grade Bonds 

The total volume of direct loans together with the total 
volume of guaranteed loans may not exceed the total subscribed 
capital and accumulated reserves of the Bank. Thus, .the. total 
/ liabilities that may be incurred cannot exceed the capital re- 
sources of the Bank, and thus the total maximum risk which any 
member country undertakes in joining the Bank is limited to its 
subscribed capital. At the very worst (assuming the loans 
proved to be a total loss — a wholly unrealistic assumption) the 
United States could not lose as a maximum more than its sub- 
scription. 

Sbce the loans and guarantees are backed 100 per cent by 
the capital of the Bank, over and above the guarantee of the 
borrowing country, the bonds issued or guaranteed by the 
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Bank most be regarded as very high-grade, gilt-edged securi- 
ties. It can be assumed that they would be regarded in the in- 
vestment markets as among the best securities in the world. 

Bank Supplements Private Lending 

The Bank does not supplant private international lending 
and private international investment. No borrowing country 
can use the Bank if it can float loans at reasonable rates. The 
Bank will, however, enable productive development projects 
to be undertaken in countries that could not borrow on rea- 
sonable terms without the aid of the Bank. 

Why an international Bank since, in fact, most of the money 
must come from the United States? Why should we not con- 
tinue the Export-Import Bank? Why cannot private interna- 
tional lending do the job? How can an international bank make 
sound and economic loans if, in fact, these loans are not suf- 
ficiently profitable to induce private lending? Will not the 
Bank in fact compete with and even supplant private inter- 
national lending? 

Bank Similar to the Federal Housing Administration 

To answer these questions it is vitally important to see 
clearly and precisely what the International Bank for Recon- 
struction and Development is. It can, in fact, be described as 
essentially a mutual loan insurance and guaranty institution. 

Consider the F.H.A. by way of comparison. The average 
American citizen by now understands fairly well how the 
F.H.A. functions. It has aptly been described as a system of 
mutual mortgage insurance. Under the F.H.A. a prospective 
home owner who wishes to build a new house may apply for 
an F.H.A. mortgage. The purchaser . of the mortgage — the 
lender — may be a commercial bank, a savings bank, an insur- 
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ance company or some other financial institution. The money 
loaned is therefore not government money but represents pri- 
vate savings and the funds of private financial institutions. 

The borrower engages to pay the lender not only the inter- 
est but also an insurance premium of one-half of i per cent. 
This insurance premium is paid into a central pool adminis- 
tered by the F.H.A. and is the second line of defense (the first 
line of defense being, of course, the house itself against which 
the mortgage is placed) protecting investors in home mortgages 
all over the United States. The third and ultimate line of de- 
fense is the guarantee of the United States Treasury which is 
the final and complete protection for the investor. 

Here is a system of mutual mortgage insurance with a final 
guarantee by the government. It is a system brilliantly con- 
trived to tap private savings and investment funds for home 
construction with a minimum of government activity. The 
central insurance pool could not, of course, be established with- 
out some centralizing agency such as the F.H.A. And there 
would be no assurance that the mortgages, even with this cen- 
tral pool, would prove an entirely safe investment without 
the ultimate underwriting of the federal treasury. 

The International Bank for Reconstruction and Develop- 
ment will operate in the international lending field precisely 
in the manner described above with respect to the financing 
under the F.H.A. program of home mortgages in the United 
States. As in the case of the prospective home owner, the for- 
eign borrower (whether national government, municipality or 
private corporation) will apply to the Bank for the insurance 
and guarantee of a loan. The foreign government or foreign 
corporation will float its bonds, say in the capital markets of 
the United States. These bond issues will be insured and guar- 
anteed by the International Bank. 

The borrower will engage to pay not only the interest on 
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the bond but also “an insurance premium” (in the Bretton 
Woods Agreement called a commission charge) of i to i A per 
cent, precisely as the home borrower engages to pay interest 
plus an insurance premium. The insurance premiums paid by 
all foreign borrowers utilizing the facilities of the Bank will 
accumulate in a central pool administered by the Bank and will 
serve, as in the case of the F.H.A., as a second line of defense 
protecting the lender. The first line of defense, of course, is the 
value or assets of the project against which the loan is made, 
together with (as explicitly provided in the Bank statutes) the 
guarantee of the national government of the country in which 
the loan is made. The third and ultimate line of defense is the 
guarantee by the International Bank itself. This guarantee is 
backed up by the capital of the Bank. 

The capital of the Bank is subscribed to at agreed-upon 
quotas by all the member countries. The only difference be- 
tween the Bank and the F.H.A. guarantee is that the Treasury 
underwriting of the F.H.A. loans is unlimited, whereas the 
underwriting by the various countries of the international 
loans is limited to their capital subscriptions to the Bank. The 
underwriting, despite this limitation, is nevertheless thoroughly 
good, since the volume of loans that may be underwritten can- 
not exceed the total subscribed capital of the Bank. Thus while 
the guarantee is limited to the subscribed quota of each coun- 
try, on the other hand, the volume of loans that may be guar- 
anteed is limited by the same amount. The guarantee is there- 
fore dollar for dollar equal to the maximum volume of loans 
that may be made. 

Thus in all respects the International Bank functions in a 
manner closely analogous to the functioning of the F.H.A. It 
is a system of mutual loan insurance in which the borrower pays 
an insurance premium to a centralized poo! and the whole is 
ultimately underwritten by the guarantee of the contributing 
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governments up to the amount of their subscribed capital in 
the Bank. 


How Much Will It Cost? 

In the case of the F.H.A., the Treasury has not been called 
upon to make any appropriation to furnish loans to home build- 
ers; the money comes from private sources. Nor has any ap- 
propriation been made to guarantee or underwrite the loans. It 
is true that in passing the Federal Housing Administration Act, 
Congress undertook a potential liability in the event that the 
losses of the F.H.A. mortgage system should exceed the ac- 
cumulated resources of the insurance pool. 

In substantially similar fashion the International' Bank will 
involve no appropriation by Congress except the capital paid 
in at the outset amounting to 10 per cent of the total subscribed. 
Of this io per cent, however, only 2 per cent must be paid in 
gold, and the remaining 8 per cent may be paid in currency or 
a noninterest-bearing obligation. Of the remaining 90 per cent 
of the subscribed capital another 10 per cent may be called if 
the Bank wishes to use its own capital funds to make direct 
loans. This, however, is on the whole unlikely, so that the re- 
maining 90 per cent will not require an appropriation by Con- 
gress unless the international loans underwritten and guar- 
anteed by the Bank prove to encounter losses that cannot be 
covered by the central insurance pool. Only in this event would 
further appropriation of funds by Congress become necessary. 

Thus in the first instance the establishment of the Bank 
calls for an appropriation of 10 per cent of our subscribed 
capital or $3 17.5 million, of which $63.5 million would be paid 
in gold and the remaining $254 million in currency or a non- 
interest demand note. Authorization, however, for the ultimate 
possible liability of $3,175 million would, of course, be made 
upon congressional approval of the Agreement. 
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Reforms Needed in International Lending Field 

There is thus a close analogy between the Internationa! 
Bank and the F.H.A. home-mortgage system. There are many 
ways in which it may be expected that the operation of the 
Bank in the international sphere may have results comparable 
to those which the F.H.A. has achieved in the home-mortgage 
market. 

Prior to the establishment of the F.H.A., home-mortgage 
financing in the United States was in a deplorably chaotic and 
unsound condition. Not only was there a wide differentia! in 
the various regions of the United States in interest rates on first 
mortgages but in addition in many sections of the country 
second and third mortgages, with exorbitant and even usurious 
rates, were piled on top. The height of the average interest 
rate, first, second and third mortgage combined, was such that 
default by the borrower might almost be said to be invited and, 
in fact, in a large proportion of cases was rendered inevitable. 
In addition, however, the financing was undertaken typically 
without any provision for amortization whatever, and in other 
cases with, wholly inadequate provision for amortization. This 
was the second widespread cause of defaults, in the third place, 
loans were made without adequate (if indeed any) appraisal 
analysis of the burden undertaken by the borrower in relation 
to his capacity to pay. In the fourth place no adequate standards 
were enforced by the mortgage lenders on the quality and 
soundness of the construction or on the quality of the mate- 
rials used. It was a period of jerry-building. 

The conditions obtaining with respect to home mortgages in 
the United States prior to the advent of the F.H.A. constitute 
almost a perfect description of the deplorable conditions that 
existed with respect to international lending particularly in the 
boom twenties. The interest rates and commissions charged 
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were so high as to invite default. Amortization was typically 
not provided for. The loans were frequently made without 
adequate study and appraisal of specific projects and, indeed, 
in many cases were made without reference to the uses to which 
the loans would be put. Thus investment bankers were known 
to approach foreign governments with the offer of a loan and 
even urged them to increase the loan without regard to the 
manner in which the funds were expended. Interested pri- 
marily in their underwriting and commission earnings there 
was no adequate protection provided for the ultimate investor 
on the one side or for safeguarding the interests of the bor- 
rower on the other. Thus the international lending was con- 
ducted on an even worse plane than the home-mortgage lend- 
ing in the United States. In the case of the latter, the lender at 
any rate made a loan on a specific project, though the project 
was inadequately appraised and inadequate construction stand- 
ards were applied. In international lending, however, fre- 
quently the loans were made without any reference to any 
productive project whatever and therefore could only be re- 
garded at best as speculative or, still worse, as simply throwing 
money away to spendthrift and irresponsible borrowers. 

just as the F.H.A. has brought order and sound common 
sense into the home-mortgage field and has lifted the stand- 
ards of the home-mortgage market, affording protection to 
both borrower and lender, so the International Bank may be 
expected to regularize and improve the standards of interna- 
tional lending. 

Under the terms of the Bank statutes, the Bank may not 
underwrite, insure or guarantee a loan except on specific proj- 
ects and not until a thorough study of the proposal has been 
made by a competent committee of technical experts. This 
committee must report on the productive character of the 
project, its probable effect upon the real income and develop- 
ment of the country, its contribution to the wealth and re- 
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sources of the country, together with the probable beneficial 
effect of the project upon the international balance of payment 
position of the country in question. This sets a new standard 
for international lending. The statutes of the Bank, moreover, 
provide that the schedule for repayment of the principal shall 
be appropriate to the project. Suitable provision for amortiza- 
tion is thus made. Finally, the fact that the borrower will be 
afforded the benefit of low, gilt-edged interest rates, plus a 
moderate and reasonable insurance premium (commission 
charge) of i to i% per cent, contributes in no inconsiderable 
degree to the ultimate soundness of the loan in. that the charges 
will be within reach of the capacity of the borrower to pay. 

Under the functioning of the International Bank the wide 
diversity of rates charged in different parts of the world will 
tend to diminish, just as has occurred under the operation of 
the F.H.A. with respect to home mortgages. International 
lending will thus be placed ail around on a sounder and less dis- 
criminatory basis than it has been in the past. The effect of the 
International Bank upon international lending will promote 
higher standards and wall serve to protect the interests of both 
borrower and lender in a manner very similar to the achieve- 
ments of the F.H.A. in the domestic home-mortgage field. 


CHAPTER V 


Criticisms of the International Bank 


The Bretton Woods proposal to set up an International Bank 
for Reconstruction and Development has been subjected to 
numerous criticisms. These criticisms deserve careful consid 
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eration. No plan should be adopted without careful and thor- 
oughgoing scrutiny of the plan as a whole and of its separate 
details. 

Why Not an American Bank ? 

The criticism most frequently made against the Bank is that 
there is no need for such an international institution. It is not 
denied that international loans need to be made. Many critics 
agree, moreover, that the government needs to play a role in 
order to insure an adequate volume of international loans. It is 
argued, however, that the funds must of necessity come mainly 
from the United States. If this is so, why, then, should the 
lending take place through an international institution? Why 
not use an enlarged American Export-Import Bank to make 
international loans? 1 

The first answer to this criticism runs in terms of our own 
self-interest. It is true that most of the bonds guaranteed or is- 
sued by the International Bank for Reconstruction and Devel- 
opment will be floated in the capital markets of the United 
States. It is true that American investors will furnish most of 
the funds. Nevertheless, it is to our own self-interest to par- 
ticipate in the establishment of an International Bank. This is 
true because under the Bank proposal the bonds purchased by 
American citizens will be guaranteed and underwritten not 
merely by our own government but by ail the governments of 
the world as well. Our government, in fact, will shoulder ap- 
proximately a third of the risk. Surely it is to our interest that 
our government should shoulder only a third of the risk rather 
than the whole of the risk. About this there could scarcely be 
any difference of opinion. 

It is, however, argued that in terms of our own self-interest 
we could control the terms of the lending to our own export 

i See my essay In International Financial Stabilization, a Symposium, pub- 
lished by ‘die Irving Trust Company, New York, December, 1944. 



CRITICISMS OF THE INTERNATIONAL BANK 43 

advantage if we made the loans through a purely American 
institution. It Is argued, for example, that we could Insist that 
all borrowers buy machinery and other equipment in the 
American market. 

Let us examine this argument. This country has had much 
to say in- recent years about the evils of bilateral deals such as 
those made by Nazi Germany. These Nazi deals could be 
forced upon countries by Germany because of their urgent 
need to export to Germany. In like maimer if the United States 
loaned exclusively through its own Export-Import Bank, it 
would be in a position to compel purchases of capital goods in 
our market in return for the privilege of borrowing American 
capital. 

The Nazi German sales were not based on the quality and 
price of German products; they were forced upon the foreign 
country by economic necessity. In similar manner, under the 
suggested plan our sales of machinery would not be based on 
superior quality or lower price but on coercion. If the foreign 
countries will not buy here, they cannot borrow- here. 

Such trading methods may in the short run appear advan- 
tageous, but in the long run they will not endure. Foreign 
countries operating under such coercion will resent It and will 
attempt at the earliest possible moment to make arrangements 
with other countries wherever this is feasible; and there are 
other countries with which they can make deals. 

Canada- has developed enormous industrial capacity and is 
eagerly looking for foreign markets. Sweden, Switzerland and 
Australia would also be able to supply industrial exports im- 
mediately after the war. And it will not be long before France, 
England and even Germany will be in the market. In the mean- 
time the coercive practices of the United States, followed by 
discriminatory competitive retaliations from other exporting 
countries, would have done the cause of international good 
will, world stability and economic progress great harm. 
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American industries need, in fact, have no fear in a free and 
nondiscriminatory market. There is not the slightest question 
that the borrowing country, left quite free to buy wherever it 
wishes, will, in fact, buy very heavily from the United States, 
Our machine industries are and will continue to be in the fore- 
front in a world of free and open competition. And to the ex- 
tent that the borrowing countries buy machinery elsewhere, 
whenever quality or price so directs, the increased prosperity 
of the exporting country will, in turn, promote their purchases 
from the United States. Thus in the long run there can be no 
question that die sound policy — the one that both engenders 
good will and that brings our industries contented and continu- 
ing customers — is the one that rests on multilateral trade, free 
and open competition, nondiscriminatory and noncoercive 
practices. 

Continued Role of American Export-Import Bank 

The establishment of an International Bank for Reconstruc- 
tion and Development does not mean, however, that the 
United States must liquidate the American Export-Import 
Bank. Within the framework of international collaboration 
the American Export-import Bank can play an important role. 
It will do so mainly in the financing of intermediate credit for 
the benefit of our exporters. But it may also from time to time, 
in consultation with the International Bank, make long-term 
loans. Loans may be made, for example, to Latin- American 

countries in the event that such loans are mutually beneficial 

*/ 

to the foreign country and to the United States and in no way 
interfere with a sound international program. Indeed, the In- 
ternational Bank for Reconstruction and Development is eager 
to be a lender of last resort, to use its resources for productive 
and basic developments which cannot otherwise be financed 
on reasonable terms. Private lending is welcomed to the utmost 
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and, equally, lending by the American Export-Import Bank 
whenever such lending is consistent with our international 
commitments and with a genuinely international program. 

Bank under Debt or -Country Control 

The objection is sometimes raised against the Bank that if 
our foreign investments are made through it, we cannot effec- 
tively control the use of the funds and insure that the funds 
will not be wasted by the borrower. It is alleged that the Bank 
will be largely under the control of the borrowing countries 
and that therefore the creditor countries will, in fact, be in a 
weak position to protect their loans. 

This criticism fails to take cognizance of the temper of the 
modern world. It is not unlike the view held predominantly 
some decades past (and even now in a restricted circle of em- 
ployers) with respect to labor relations. It is, however, in- 
creasingly recognized that collective bargaining is the only 
way to manage the modern labor problem. Similarly, it is 
more and more coming to be recognized that international 
consultation and good will are the only way to insure the va- 
lidity of international contracts. 

From this standpoint a very good case could be made out 
to change over the American Export-Import Bank into an 
I liter- American Bank. Such an Inter- American Bank would in 
no wise change the fundamental fact that the United States is 
the country that furnishes the funds and that the other coun- 
tries are the borrowers. It would, however, remove any pos- 
sible argument that the United States was playing Shylock. An 
Inter- American Bank would promote self-discipline among the 
members and would relieve the United States from alone carry- 
ing the onus of securing enforcement of contract. We know 
from past experience that countries have not hesitated to de- 
fault on bonds issued in the American private-capital market. 



46 America's role in the world economy 

To be sure, they are likely to be more reluctant to default on 
loans made by the American Export-import Bank. And, in- 
deed, the record of these loans is incontestable. They would be 
still more reluctant to default on bonds that they and their 
neighbors help to underwrite. International collaboration is a 
sound training school for seif-discipline and higher standards 
of financial performance. 

Why Not Leave It to Private Bankers ? 

Another criticism directed at the Bank is that a private in- 
stitution comprising leading American banks could do the job 
just as well as a governmental institution. 

This argument overlooks two fundamental points. In the 
first place an International Bank can secure the collaboration 
and guarantee of the borrowing country and its utmost good 
faith to a degree that is not possible with respect to private 
lenders. But there is a more important consideration. The view 
that anything that may be done on a sound basis by govern- 
ment can equally be done on a sound basis by private financing 
institutions completely overlooks one of the most fundamental 
considerations with respect to public investment in general. 
The private lending and guaranteeing institution can only un- 
dertake such projects as offer a high assurance of profit on the 
venture in question. Governments (underwriting an interna- 
tional loan) can look beyond the direct return to the general 
effect of the project in question upon the prosperity of their 
economies as a whole and upon the world economy. Govern- 
ments, in short, can look to both the direct and indirect effects 
of any project. The guaranteeing governments can, therefore, 
afford to take a larger risk than could private financial institu- 
tions. This does not mean that they will not be prudent in mak- 
ing their investments. It does mean that governments can sup- 
port basic development projects upon which other profitable 
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developments rest but which themselves may be relatively un- 
profitable. 

The governments participating in the International Bank 
can support basic development projects (such as roads, port 
facilities, river-valley developments, large-scale agricultural 
development programs) which in whole or in part are not self- 
liquidating. The International Bank can afford to assume such 
risk if the basic projects, taking all their ramifications into 
account, are productive and profitable from the standpoint of 
the indirect effect upon the economy of the borrowing coun- 
try as a whole and more generally upon world prosperity and 
world trade. 

This in no sense means that private lending and private in- 
vestment will not continue to play an important and significant 
role wherever the projects do afford a prospect for direct prof- 
itability. Whenever loans can be made on reasonable terms, 
private lending will do the job. The Bank Agreement specifi- 
cally provides that it will not make or guarantee a loan if for- 
eign governments or foreign private undertakings can obtain 
loans on reasonable terms without going to the Bank. 

The Bank supplements — it does not supplant— private for- 
eign loans and investments. It is not a competitor. Indeed, it 
can reasonably be expected that projects undertaken by the 
Bank will open up new outlets for profitable private invest- 
ment. 

No private financial institution could undertake, for in- 
stance, so vast and uncertain a project as the comprehensive 
development of the Tennessee or Columbia River valleys. Yet 
these projects promote productivity and business expansion in 
these regions and throughout the United States. The develop- 
ment of the resources of these regions encourages new indus- 
tries and increases the markets for all private business. These 
examples, drawn from our domestic economy, illustrate the 
role that the International Bank can play in the world economy. 



CHAPTER VI 


The International Monetary Fund: 
Introductory Comments 


The first thing of importance to say about the Bretton Woods 
monetary proposal is that it was agreed to by the delegates of 
44 nations. As a proposal for international collaboration, the 
plan reveals, I think, a statesmanlike attitude toward world 
problems. That the plan is broadly international in character 
makes a strong appeal, I believe, to the smaller countries. That 
there is agreement by the technical experts of both the great 
and the small nations must be regarded as significant. It is a fact 
that cannot easily be brushed aside by any responsible govern- 
ment. It is a good start in international co-operation. 

Purposes 

The second thing that needs to be said is that the details are 
not the most important part of the plan. What is really impor- 
tant is that the plan sets up an international institution — an in- 
stitution at work on international collaboration; an institution 
continually on the job, dealing with current international mon- 
etary developm ents and, balance of payment problems; an in- 
stitution constantly providing means of adjustment through in- 
ternational action. 

The purposes of the International Monetary Fund can be set 
forth in summary fashion as follows: 
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i. To provide the machinery for international consultation. 

2 ./ Td fix, after consultation with each member country, the post- 
war structure of exchange rates. 

3. To promote exchange stability and to avoid competitive ex- 
' •' change depreciation. 

4. To provide machinery for an orderly adjustment of exchange 
./rates when needed to correct a fundamental disequilibrium. 

5. To aid member countries to achieve balanced trade without re- 
5 sort to deflationary policies. 

6. To assist in the removal as rapidly as possible of foreign- 
.,/ exchange restrictions that hamper world trade. 

The Fund can help member countries to reach an interna- 
tional balance without forcing upon any country a policy of 
deflation. R is obvious that a country could easily reach a bal- 
ance in its international account by undertaking a rigorous de- 
flation of income and employment to a point where imports 
would be sharply curtailed. But such action does not promote 
world prosperity and world trade. It is the intent of the Fund 
to help countries reach a balance at a high level of production, 
employment and international trade. The use of the Fund’s re- 
sources affords time for adjustment. It may be that an orderly 
adjustment of the exchange rate is required. It may be that the 

country that "is out of balance should undertake a program of 

development and diversification of its industries and agricul- 
ture. Such a development program (aided, perhaps, by the 
Bank for Reconstruction and Development) may make certain 
imports unnecessary and may create export possibilities. Thus 
a new balance could be reached. Temporary borrowing at the 
Fund to meet its current payments may enable a country to 
make such adjustment without in the meantime being forced 
to take uneconomic measures destructive of world prosperity 
and world trade. 

The Bretton Woods proposal seeks to promote stability of 
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exchange rates without running the risks involved in a rigid 
fixity of rates. This isjhe. crux ofi the matter. The serious defect 
in the old rigid gold standard was that it compelled a country 
to adjust its entire structure of prices, wages and incomes to the 
fixed exchange rate. On the face of it, it is no exaggeration to 
say that this was an absurd procedure. It amounted to demand- 
ing that the whole vast internal economic structure be con- 
tinually compelled to revolve around the pivot of the fixed 
exchange rate. 

England's Experience under the Gold Standard 

Consider the experience of England following the last war. 
It was a hotly debated question whether England should return 
to the old gold parity or adjust her foreign-exchange rate to 
the changed internal level of prices, wages and incomes. There 
was divided opinion. The economists and large sections of in- 
dustry were in favor of adjusting the exchange rate to the inter- 
nal structure. But the older financial point of view prevailed. 
England returned to the old gold parity. 

What happened? The internal structure of prices, wages and 
incomes was gradually and progressively deflated. The process 
was a painful one. Prices declined, the burden of debt increased 
and there was widespread unemployment. The required adjust- 
ment creaked and groaned and never was completely made. In 
the end, England was driven off the gold standard. 

In consequence of this painful experience, all sections of 
British public opinion underwent a widespread educational 
process. With negligible exceptions, the British public is 
through with the idea that the whole internal economy must 
revolve around a fixed exchange rate. They are now committed 
to the opposite program of adjusting the exchange rate to the 
requirements set by the internal level of prices, wages and in- 
comes. 
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Orderly Adjustment 

How to square the theory of exchange adjustment to reason- 
able stability of exchange rates — that is the problem that con- 
fronts the modern world. The proposed international mone- 
tary plan is an answer to this problem. Under the plan, no 
individual member country is allowed to engage in competitive 
exchange depreciation; instead, it is proposed that adjustment 
of exchange rates must be made through international collabo- 
ration. The provisions in the plan for exchange adjustment are 
as follows: 

1. After consulting the. .Fund, a member country pay 
change the. parity of its currency (par value of a!: r r:\mc.e' 
is expressed in terms of gold) without approval of the Fund 
but not to exceed 10 per cent. Member countries agree, how- 
ever, not to propose a change in the parity of their currency 
unless such change is necessary to correct disequilibrium. Com- 
petitive exchange depreciation is ruled out. 

2. The plan requires, that the Fund shall approve a requested 
change in the par value of a currency {in addition to the lim- 
ited change referred to above) if essential to the correction of 
a fundamental disequilibrium. The Fund may not demand that 
a country must force its domestic price, wage and income 
structure into line with the existing exchange rate. In accord- 
ance with the British experience cited above, the Fund is asked 
to permit the exchange rate to be adjusted to the requirements 
of the internal price and income structure; not the other way 
around. The plan is designed to prevent a rigid exchange situa- 
tion from forcing deflation upon the world. Approval by the 
Fund requires only a majority vote. 

3* Should the Fund refuse an adjustment of the exchange 
rate needed to correct a fundamental disequilibrium, a member 
country may withdraw at a moment’s notice. In the final analy- 
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sis, therefore, the Fund cannot coerce a country into a defla- 
tionary policy against its own wishes. This provision is of the 
utmost importance. 

Transition Period 

The plan specifically provides for the continuation of ex- 
change control during the postwar transition period. This in- 
sures that the resources of the Fund will not quickly be ex- 
hausted in a premature effort to remove restrictions. 

Exchange control should indeed, as the plan provides, be re- 
moved by progressive stages as soon as the underlying facts 
warrant. But in the chaotic conditions in which many countries 
will find themselves for many months and even years follow- 
ing the war, removal of these controls could be disastrous. The 
plan provides that if exchange control is still in force after 
three years in any country the Fund shall report on the restric- 
tions still in force; and if the restrictions continue after five 
years, such country must consult with the Fund with respect 
to a program leading to their removal. 

Unsound Capital Movements Controlled 

The Fund’s resources cannot be used to finance speculative 
capital movements. “Hot money” flight — so disturbing in the 
thirties — would be stopped. The Fund may require a member 
country to exercise control to prevent such use of its funds. 

The Role of Gold 

A question frequently asked about the proposed plan is: 
What is its relation to gold? Gold plays an important part .in 
the plan; yet the plan is not a return to the old gold standard. 
The currency of each country under the plan is indeed ex- 
pressed in terms of gold. This is precisely similar to the gold 
standard. But unlike the gold standard, the parity can be ad- 
justed through international collaboration so as to correct a 
disequilibrium without forcing upon countries deflationary 
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policies that are destructive of national or international pros- 
perity. 

It is this feature of flexible adjustment that differentiates the 
proposed plan from the old gold standard. It is this feature that 
has caused a critic to label the plan, “How to go swimming 
without getting wet.” A more accurate label, however, would 
be, “How to go swimming without drowning.” Under the old 
rigid gold standard, a considerable number of guests at the 
swimming party were periodically submerged, and in the ca- 
tastrophic depression beginning in 1929 the whole party barely 
escaped disaster. 

A part of the gold holdings of member countries must be 
subscribed to the Fund. Moreover, if a country wishes to pur- 
chase foreign exchange with its own gold holdings, it is ex- 
pected to do so through the Fund when it can do so with equal 
advantage. In addition, when the gold and foreign-exchange 
holdings of a member exceed its quota in the Fund, such coun- 
try in buying foreign exchange from the Fund is required to 
use its own resources of gold and foreign exchange to an equal 
extent. Finally, if the member’s gold holdings increase in any 
one year, and if it has already borrowed from the Fund, it must 
repay the loan to the same extent as it adds to its holdings of 
gold and foreign exchange. Thus in various ways, gold held 
outside of the Fund may be drawn into the Fund. 

It is, however, a fact that under the plan, there would remain 
very large gold holdings outside of the Fund. Thus, huge gold 
movements could occur, indicating a major disequilibrium, 
while at the same time the accounts of the Fund were quite 
neatly in balance. However, it can be expected that the Gov- 
erning Board of the Fund would certainly regard itself remiss 
in its duty if it failed to take account of such gold movements 
and took no steps to correct the disequilibrium. 

The Fund has the power to make an agreed uniform change 
all around in the par value of all member currencies, provided, 
however, that every member country having 10 per cent or 
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more of the aggregate quotas approves. This means, In prac- 
tice, that if the United States, the United Kingdom and Russia 
approve, the Fund can reduce all around the price of gold. 
Such all-around change in the price of gold would not affect 
exchange rates. 

The Fund, therefore, has the power to face up squarely with 
the gold problem. This problem could certainly not be solved 
by the United States alone. It can only be dealt with effectively 
through international collaboration. 

The Fond has the power to face up with the gold problem 
because (a) it provides international collaboration to promote 
equilibrium and thereby to stop one-way gold movements and 
(b) it has the power to curtail uneconomic gold production 
by reducing the price of gold. 

Subscriptions to the Fund are made in gold and in “cur- 
rency.” The subscription, of each member Is equal to its quota. 
The combined quotas of all countries are SB. 8 billion, of which 
the share of the United States is $2,750 million. Each country 
must subscribe 2 5 per cent of Its quota in gold or 10 per cent of 
its gold holdings, whichever is smaller. The rest of the quota is 
subscribed in “currency,” as explained in the following chapter. 


CHAPTER VII 


The Functions of the 
International Monetary Fund 


The International Monetary Fund would perform three 
major functions because it provides for (a) short-term credit 
to countries to help them over temporary difficulties in their 
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balance of payment position, (b) mechanisms of adjustment to 
improve the long-term balance of payment position of member 
countries and ( c ) continuous machinery for international con- 
sultation, and for research, surveys and reports dealing with 
current international problems. 

Any one of these three functions of the Fund would justify 
its existence. Combining all three functions, each reinforces 
the other. The Fund can therefore play a very important role 
in achieving international monetary stability and an orderly de- 
velopment of international monetary relations. 

i .The Fund as a Short-Term Credit Institution 

Discussion about the Fund not infrequently proceeds on the 
erroneous assumption that it is intended to supply virtually all 
the foreign exchange that any country will use. Nothing could 
be further from the truth. All countries will have international 
monetary reserves of gold and foreign-exchange balances en- 
tirely outside of the Fund. Some will have large monetary re- 
serves and some small, relative to their needs. Foreign-exchange 
dealings will take place in the ordinary, private, foreign-ex- 
change channels precisely as would be the case were no Fund 
in existence at all. In the usual case the resources of the Fund 
would not be used. 

It is of the utmost importance to emphasize the point that 
the Fund is not intended to provide foreign exchange for its 
members in the usual case. The resources of the Fund are in- 
tended to supplement the ordinary foreign-exchange resources 
of the members and to constitute a second line of defense in 
meeting temporary balance of payment difficulties. The Fund 
guarantees each member a line of credit which it can draw 
upon when necessary. In this respect it provides insurance 
against a breakdown of international monetary arrangements. 

Let us consider precisely why the Fund can accurately be 
described as an institution that provides a line of credit for its 
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members. In order to be entitled to a line of credit each mem- 
ber makes an initial contribution to the Fund in gold amounting 
to 2 5 . per cent of its quota, or 10 per cent of its gold holdings, 
whichever is smaller. It is estimated that the total amount of 
gold that will thus be contributed by all the members will 
amount to about $1,650 million. Thus the Fund will hold at 
the outset a certain amount of gold which may be used to pur- 
chase foreign exchange in any member country, since gold is 
universally acceptable all around. 

In addition, however, each member, in order to obtain the 
line of credit referred to, agrees to put up a certain amount of 
“currency” upon becoming a member of the Fund. This cur- 
rency may be either in the form of a deposit account entered in 
its Central Bank to the credit of the Fund or it may simply be a 
noninterest-bearing obligation of the member government de- 
posited with the Central Bank to the credit of the Fund. The 
amount so deposited (whether as a deposit account or as a non- 
interest-bearing obligation) must be equal to the quota assigned 
the member country in the Fund minus the gold contribution 
made. In the case of fairly large gold-holding countries the 
amount so deposited to the credit of the Fund would be 75 per 
cent of its quota, 25 per cent of the quota being paid in gold. 
In the case, however, of countries having small gold holdings, 
only 10 per cent of their gold holdings will be deposited with 
the Fund, while the remaining part of the quota would be de- 
posited in the Central Bank as a deposit account or as a non- 
interest-bearing demand obligation of the government. 

An illuminating way of describing the nature of the Fund 
was suggested in a seminar at Harvard University by Dr. Eu- 
genio Gudin, Chief of the Economic and Financial Council in 
Brazil. He represented the members of the Fund as seated 
around an oblong table. Upon the middle of this table is placed 
a large bowl into which all the countries deposit their gold con- 
tributions. In addition, each member country places its own 
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individual bowl on the table. Into its own bowl the country de- 
posits its nongold contribution in the form of a Central Bank 
deposit or of a noninterest-bearing government obligation. In 
the technical language of the Bretton Woods draft it is said that 
the country deposits its “currency.” For the sake of brevity we 
shall use this term. Let it be remembered that whenever the 
term currency is so used it means a deposit account in the Cen- 
tral Bank of the member, or the deposit of a non-interest- 
bearing government obligation, both entered to the credit of 
the Fund. 

Now let us return to Dr. Gudin’s illustration. Brazil, let us 
say, has contributed 25 per cent of her quota in gold to the 
central gold bowl. In addition, Brazil has deposited in her own 
bowl her own currency equal to 75 per cent of the quota. 

Let us now assume that Brazil finds herself short of foreign 
exchange and wishes to take advantage of her line of credit 
with the Fund. Let us assume that she wishes to obtain United 
States dollar exchange. She goes to the Fund and asks to bor- 
row United States dollars from the Fund. The Fund is able to 
supply the dollars because the United States has contributed 
dollar currency in its bowl to the credit of the Fund. In order 
to borrow, however, Brazil is compelled to advance additional 
collateral over and above the amount already deposited. In 
other words, to the extent that Brazil wishes to borrow dollars 
she must put, so to speak, additional Brazilian currency into 
her individual bowl to the credit of the Fund. If Brazil borrows 
dollars equal in value to one-fourth of her quota, she will have 
added a further 25 per cent of her quota to the currency held 
in the Brazilian bowl. 

What is the purpose of all this? Clearly one purpose is to in- 
sure that Brazil has put up an adequate amount of collateral 
for any foreign exchange that she has borrowed from the 
Fund. How much is this collateral? W r hat is the ratio of the 
collateral put up to the line of credit used? In the event that 
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the additional currency deposited amounts to 25 per cent of 
her quota, the collateral will be five times the amount bor- 
rowed. This is true since Brazil will have deposited into the 
central gold bowl and into her own individual currency bowl 
125 per cent of her quota, while she has thus far borrowed only- 
up to 25 per cent of her quota. The ratio of security that Brazil 
has provided for her borrowing is thus 5 to 1. In other words, 
the Fund holds security back of the loan made to Brazil in the 
form of gold equal to 100 per cent of the loan made and, in 
addition, Brazilian currency equal to four times the amount of 
the loan. 

Let us assume that Brazil continues to borrow in each suc- 
ceeding year 25 per cent of her quota until her borrowings 
have exhausted her full line of credit. The full line of credit 
that any member country is entitled to, it must be remembered, 
is equal to the quota assigned to each country plus the gold 
contributed. A country may not draw in any one year an 
amount in excess of 25 per cent of the quota. Thus it would 
take Brazil five years to exhaust her line of credit. 

When Brazil has used her full line of credit, how much col- 
lateral will the Fund hold as security for the loan extended? 
The collateral, when the full line of credit is exhausted, is equal 
to nearly twice the amount of the loan. This is true because by 
the time Brazil has exhausted her full line of credit she will 
have been compelled to deposit in her bowl to the credit of 
the Fund 200 per cent of her quota in the form of her own 
currency, and in addition the 25 per cent of gold placed in the 
central bowl. Thus the gold and Brazilian currency combined 
will at this point equal 225 per cent of her quota. On the other 
side, her borrowing amounts to 125 per cent of her quota. The 
security Brazil has placed to the credit of the Fund to protect 
the loan therefore is, when she has used her full line of credit, 
in the ratio of nearly 2 to t. 

Let us briefly go back over the operation in order to make 
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it crystal clear. Brazil, upon becoming a member of the Fund, 
has already deposited 25 per cent of her quota in gold in the 
central bowl and 75 per cent in Brazilian currency in her own 
bowl, all of which deposits now become the property of the 
Fund. After having made these deposits, Brazil is now a full- 
fledged member and entitled to a line of credit equal to her 
quota plus the gold contribution. In order to borrow, however, 
she must deposit additional Brazilian currency to the credit of 
the Fund equal to the amount of foreign exchange she wishes 
to borrow. Thus the additional deposit, over and above the 
initial deposit, always equals dollar for dollar the amount she 
has borrowed from the Fund. 

It is further provided that the gold value of the Fund's assets 
must be maintained. If the currency of a country has depreci- 
ated, such country must make good to the Fund any loss that 
the Fund has sustained in the gold value of its currency held by 
the Fund. 

It will be seen from this illustration that the Fund is con- 
ducting a prudent lending business. There is always adequate 
security back of every loan. 

This is not all The Fund conducts its lending business on 
the sound credit policy of charging interest rates for the loan. 
Since it is intended that the Fund shall merely supplement the 
ordinary foreign-exchange operations, members are expected 
to borrow^ only to meet temporary difficulties. They are not 
expected to exhaust their full line of credit or to continue the 
loan on a long-term basis. 

In order to deter a country from using its line of credit in 
excess of the amount required to meet short-term emergencies,, 
the rate charged rises the larger the amount that is borrowed. If 
a country used only one-fourth of its line of credit, the rate is 
moderate. If it has used its full amount, the charges rise to a 
substantially higher figure. 

Moreover, if a country repays the loan in a short period of 
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time, the rate charged is low. If, however, a country allows the 
loan to run for several years, the interest rate rises progressively 
the longer the duration of the loan. Thus the rate rises in two 
dimensions: (a) the larger the amount of the loan and (b) the 
longer the period for which the loan runs. And finally, if the 
combined effect of the size of the loan and the period of 
the loan is such as to reach the rate of 4 per cent, the Fund and 
the members are to consider means by which the loan may be 
reduced. If, however, the loan is continued and the charges rise 
to 5 per cent, the Fund may then raise the rate to any level 
deemed appropriate as a penalty for a country abusing its line 
of credit. The Fund is designed to provide short-term credit 
only. If a country abuses the privilege, it is appropriate that a 
heavy penalty charge be applied. 

2. The Fund as an Institution to Insure Orderly Adjustment of 
Exchange Rates 

Let me repeat again that the resources of the Fund merely 
constitute a supplement to the ordinary, private, foreign- 
exchange operations. It is conceivable that the resources of the 
Fund may be used relatively seldom or only by a relatively 
small number of countries or at any rate by countries whose 
share in the total world trade is relatively small. In fact it is, I 
think, likely that the Fund will be used a good deal, although 
relatively seldom compared with the volume of private foreign- 
exchange transactions conducted outside of the Fund. Should 
it, however, prove true that no member used its line of credit 
with the Fund at all, it would by no means follow that the 
Fund would not perform a useful purpose. The line of credit, 
though unused, would have the great value of providing con- 
fidence and security to countries. Thus protected they would 
be in a position to go forward without imposing unnecessary 
restrictive measures to safeguard their balance of payment posi- 
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tion — measures that couid only operate to curtail the volume 
of world trade and thus injure the whole world economy. 

Quite apart from the line of credit afforded by the Fund 
and quite apart from the extent to which it is used or merely 
held in reserve, there are other functions which by themselves 
alone justify the establishment of the Fund. Countries do feel, 
in fact, the need of a line of credit to help them over their 
short-run balance of payment problems. But even though this 
were not the case, an international monetary agency with 
authority to regularize orderly changes in exchange rates would 
still be needed. If there were no such international agency, 
countries would be quite free to engage in irresponsible and 
competitive currency depreciation. 

It is well known that no one can say now what the proper 
foreign-exchange value of the currencies of most countries in 
the world should be in the postwar period. We shall have to 
find by experimentation and experience what the appropriate 
rate is. If every country were left free to make this decision 
quite on its own without international consultation, we can be 
sure that the process of experimentation and adjustment would 
be a very chaotic and disturbing one. No country can be suffi- 
ciently objective to set an exchange rate that will not tend to 
give it an undue advantage. When every country seeks to attain 
an unduly favorable exchange rate, the whole world is let loose 
upon a stormy sea of competitive exchange depreciation. 

The Fund provides machinery for a careful determination 
of the initial exchange rate and for an orderly process of ad- 
justment in the difficult transition period. It provides for con- 
sultation, study and joint determination of the exchange rates 
between the member country in question and the authorities 
of the Fund. Such a procedure will permit the finding of a 
proper exchange rate during the period of trial and error and 
of experimentation. 

The orderly determination of an appropriate exchange rate 
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Is one of the urgent problems that must be dealt with In the 
transition period. This Is one of the reasons why It Is Important 
that the Fund be soon established. If the Fund is not established 
at an early date, there would be no international agency to 
assist in an orderly and objective manner in finding appropriate 
exchange rates In the transition period from war to peace. 

Also, for the long run it is equally important that an inter- 
national agency be established to provide for orderly changes 
of exchange rates whenever economic developments indicate 
that such changes would be desirable from the standpoint of 
international monetary stability. 

Those who argue that there is no need for such an inter- 
national agency, that all we need to do Is to re-establish the old 
rigid gold standard, are fighting for a lost cause. The old gold 
standard cannot be reconstituted. There is not one of the group 
of democratic nations of northern or western Europe that 
would join in the re-establishment of the gold standard. The 
reasons for this have already been explained in the preceding 
chapter. No country will again sacrifice the goal of internal 
stability and full employment on the altar of the gold standard. 
To repeat, they will not permit their Internal structure of in- 
come, wages and prices to be deflated to meet the requirements 
of a rigid foreign -exchange rate. On the contrary, they Insist, 
and rightly so, that the first consideration must be Internal 
economic stability and full employment and that the foreign- 
exchange rates must be adjusted so as to promote and sustain 
these domestic ends. 

The orderly adjustment of exchange rates to the require- 
ments of internal stability and full employment offers the means 
by which we can achieve at one and the same time both Internal 
stability and full employment and, on the other hand, inter- 
national stability and a high level of world trade. It is not diffi- 
cult to see that a high level of world trade can only be achieved 
when the various countries have high levels of business activity 
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and employment at home. It is also not difficult to see that the 
orderly adjustment of exchange rates promotes both internal 
and international stability. The orderly adjustment of exchange 
rates does not mean that one country undercuts another. On 
the contrary, it means an exchange rate that keeps every coun- 
try in an appropriate balance with the rest of the world. An 
orderly adjustment of exchange rates means that no country 
will be permitted to take an unfair advantage of other countries 
in foreign-exchange markets. It means the fixing of exchange 
rates so that the various countries will be on a fair competitive 
basis one with the other. Since the artificial advantage of com- 
petitive currency depreciation will not be tolerated, each coun- 
try must face the world market in terms of efficiency and pro- 
ductivity. Each country will be able to sell those products in 
which it has the highest economic efficiency in terms of human 
skills and natural resources. 

3. The International Monetary Fund as a Means jor International 

The. Fund will be concerned not merely with the immediate 
and specific problem of making appropriate orderly changes 
in the exchange rates. It will be concerned with far more fun- 
damental problems of international co-operation and of pro- 
moting a balanced development of world trade and world pro- 
duction. One of the purposes of the Fund as set out in Article I 
is: “To facilitate the expansion and balanced growth of inter- 
national trade, and to contribute thereby to the promotion and 
maintenance of high levels of employment and real income and 
to the development of the productive resources of all members 
as primary objectives of economic policy.” 

To &is end the Fund is obligated to engage in continuous 
research on international conditions and developments with a 
view to discovering measures that will promote balance. The 
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statutes of the Fund provide that if any member is using the 
resources of the Fund in a manner contrary to its purposes, 
the Fund shall make a report to the member, setting forth the 
factors involved that tend to upset the general world balance, 
and in particular the lack of balance between the member in 
question and the rest of the world. It is further provided in the 
statutes that the Fund may by a two-thirds majority vote pub- 
lish a report to any member regarding any monetary or eco- 
nomic conditions and developments in such member country 
that directly tend to produce a serious international disequilib- 
rium. The Fund may, moreover, communicate at any time 
information to any member regarding such matters. 

An international agency armed with powers to obtain ade- 
quate information from the various member countries and en- 
trusted with the duty of analyzing and reporting to the entire 
world on this information will contribute very greatly to an 
orderly world development. It was generally recognized, for 
example, that one of the important contributing factors to the 
chaotic development in the late twenties and early thirties was 
complete lack of information about short-term international 
balances held abroad by each of the leading creditor countries. 
If it had been known how fantastically large these short-term 
holdings then were, we can be sure that financial institutions, 
both public and private, would have managed their affairs in a 
more prudent manner. 

The statutes of the Fund require each member to furnish 
information deemed necessary to promote the functions and 
purposes of the Fund and to enable it to discharge effectively 
its duties. The information that may be requested involves data, 
among other things, on the following items: 

1. Official and private holdings at home and abroad of fold and 

foreign exchange. 

2. International balance of payments of each country. 
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3. International investment position of each country* 

4. National income of member countries. 

5. Commodity price indices. 

6. Comprehensive statement of exchange controls, if any are in ef- 
fect in the various countries. 

7. Amounts awaiting clearance in commercial and financial trans- 
actions where official clearing arrangements exist and the length 
of time during which such arrangements have been outstanding. 

The Fund will accordingly enlarge the fund of information 
upon which each country can plan an orderly program of ad- 
justment of its economic life in relation to the world economy. 
This function alone would justify the establishment of the 
International Monetary Fund. 

Conclusions 'with Respect to the Functions of the Fund 

To repeat, any one of the three functions discussed above 
would justify the establishment of the Fund. Taking them all 
together each function reinforces the other. The function of 
gathering information, of engaging in research, of making re- 
ports with respect to economic conditions and developments 
throughout the world, of communicating views to member 
countries with respect to its own internal economic conditions 
and development in relation to the international situation— -all 
of this will help to maintain a world balance. In so far as this 
is the case, the performance of this function would of itself 
minimize the extent to which orderly adjustment of exchange 
rates may become necessary and the extent to which any mem- 
ber needs to draw upon its line of credit with the Fund. Indeed, 
it would be a most happy situation if these latter functions 
should not need to be performed at all. So smooth and happy a 
development is not at all humanly probable. It will doubtless 
become necessary to make from time to time an orderly adjust- 
ment in exchange rates; and it will become necessary for the 
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member countries from time to time to draw upon their line of 
credit with the Fund. 


CHAPTER VIII 


Criticisms of the International 
Monetary Fund 


Many criticisms have been directed against the International 
Monetary Fund. This is not to be wondered at. Every new 
institution has to run the gauntlet of criticism. And this is as 
it should be. If an institution cannot stand up against criticism, 
there is probably something wrong with it. We must be sure 
that there is a genuine need for a Monetary Fund and that it 
will accomplish reasonably well the ends sought. 

Fund Is T oo Large 

One criticism is that the Fund is grandiose and overly ambi- 
tious; that it is too large. It is argued that many countries have 
large reserves of gold and dollars. Some have even asserted that 
there is no need for any Fund to supplement the existing hold- 
ings of international monetary reserves . 1 

It is true that many countries have substantial international 
monetary reserves. But unfortunately this is far from true of 
all countries. Thus China, Czechoslovakia, Poland and Greece, 
for example, have quite inadequate international monetary re- 

1 For a succinct discussion of the criticisms of the Fund, see my essay in 
International Financial Stabilization, a Symposium, published by the Irving 
Trust Company, New York, December, 1944. 
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serves, and many other countries which hold only moderate 
reserves need a line of credit to fall back upon. There is there- 
fore a genuine need for a Fund. 

If a Fund is tb be set up it is not difficult for anyone who has 
even a little knowledge of the difficulties of international agree- 
ment to see that the quotas assigned to different countries must 
have some reasonable relation to the economic position of each 
country in the world economy regardless of the current dis- 
tribution of international monetary reserves. It is not possible 
to set up a Fund that supplies foreign exchange for the needy 
countries without providing a contingent supply for those less 
needy. Such a program might, indeed, be ethically and morally 
desirable, but it is not practical international politics. If some 
countries .are given access to the Fund, all member countries 
must be given substantially equal privileges commensurate with 
their position in the world economy. They may currently not 
need to use the Fund, but the time may come when they will. 

Moreover, it is difficult to see what harm is done by allowing 
all countries a limited and controlled line of credit in relation 
to an agreed-upon quota for each country. If the country does 
not need the line of credit, it may never be used. But it is there 
as protection and insurance, and in this respect can only do 
good. 

With respect to the size of the Fund, it must be remembered 
that in the nature of the case not all members can be borrowers 
at the same time. By and large, if half are borrowers, the other 
half are lenders. Thus, as a rough first approximation, we should 
think of the resources of the Fund as $4.4 billion not $8.8 
billion. 

Sterling-Blocked Balances 

No monetary arrangement, it is said, can have any validity 
until this problem is squarely faced. The Fund side-steps it. The 
delegates were generally agreed that this problem could not 
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and should not be saddled on the Fund. The Fund could not 
perform its functions, having to do with current transactions, 
if it undertook to assume responsibility for international in- 
debtedness arising out of the war. Such an undertaking would 
wreck the Fund. The problem of war indebtedness must be 
taken care of by other means — by lend-lease arrangements, by 
long-term financing and by special arrangements between 
Britain and her creditors. If, indeed, an international institution' 
were needed, it should certainly not be the Fund, which lias 
quite other functions to perform. 

Abuse of Fund 

Some critics have argued that countries with adequate inter- 
national monetary reserves outside of the Fund may abuse the 
privilege of the Fund by safeguarding their own reserves and 
using their line of credit with the Fund. This criticism is based 
on a misunderstanding of the provisions. It is not possible for 
a member that has large international monetary reserves out- 
side of the Fund to abuse its line of credit with the Fund. There 
is a provision that if a member country has reserves outside of 
the Fund in excess of its quota, it must keep a reasonable balance 
between the use of its own reserves and the use made of the 
resources of the Fund. It is provided that such member must 
use its own resources, as a minimum, at a rate equal to its use 
of the Fund. And if its own monetary reserves increase, it must 
reduce its past borrowings at the Fund at a rate equal to the 
increase in its outside monetary 7 holdings. Other possible abuses 
are discussed below in connection with other problems. 

Fund Promises T oo Much 

Another criticism is that the Fund promises more dun it can 
Jive up to. The Fund Agreement provides that member nations 
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shall be entitled to obtain under the conditions stated up to a 
total of $3,8 billion worth of foreign exchange. 

The first, reply to this criticism is that the countries cannot 
ail be debtors at the same time. If some are debtors, others are 

creditors. 

If, however, the demands upon the Fund for foreign ex- 
change were concentrated exclusively upon dollars, the total 
demand would be the combined quotas of all foreign countries, 
($6,050 million) plus their gold contributions, or a total of 
about $7 billion. The Fund, however, does not have that amount 
of dollars to sell. The dollars available in the Fund would in 
the first instance amount to the $2,750 million contributed by 
the United States plus the gold contributions of all the other 
countries amounting to around $1 billion. Thus the possible 
demand for dollars in the Food would be around $7 billion 
while the total supply of dollars in the Fund is slightly under 
$4 billion. There is, therefore, a gap between the possible de- 
mand for dollars and the available supply of dollars in the Fund, 
and some critics have urged that this gap presents a serious 
dilemma for which the Fund Agreement offers no solution, 

if, indeed, the Fund Agreement took no account of the prob- 
lem, something evidently was overlooked by the experts. The 
fact is, however, that the Conference was thoroughly conscious 
of the problem as is evident from various provisions contained 
in the Fund Agreement. 

Before considering these provisions, however, let us consider 
the probability that a dollar shortage in the Fund is likely to 
occur, I do not believe that there is any strong probability that 
this is likely to happen. In the first place, as we have already 
seen, the amount of gold and dollar balances held by foreign 
countries outside of the Fund is large. The Fund, as we have 
already explained, is not regarded as a main source of supply 
of foreign exchange. It is merely supplemental to the regular 
private-exchange operations. In the usual case, countries will 
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regard their line of credit with the Fund as a last resort and 
will husband this line of credit carefully. The Fund Agreement 
provides that member countries may within a period of 12 
months borrow no more than 25 per cent of their quotas. In 
the early chaotic transition years the countries under the great- 
est pressure to import will continue to maintain exchange con- 
trol. By this means they can and will restrict unnecessary im- 
ports and thereby hold in check any excessive demand for 
dollars. Thus the dollar supply at the disposal of the Fund is 
not likely to be rapidly exhausted. 

It is, moreover, quite unreasonable to suppose that foreign 
countries will restrict their demand for exchange, in their deal- 
ings with the Fund, exclusively to United States dollars. There 
will certainly be a demand for other currencies as well, espe- 
cially Canadian dollars. It is not easy to see beforehand in just 
what direction the demand for exchange will run. Admittedly, 
iris probable that the major demand may run toward the United 
States. Yet if the United States should engage in relatively large 
international loans, and if it maintains a high level of income 
and employment at home, the supply of dollars currently made 
available outside of the Fund may prove to be quite adequate. 
Thus the demand for dollars from the Fund may not prove to 
be unduly large. 

Before dollars in the Fund could become scarce, disequilib- 
rium in the United States’ international account would have 
persisted on a stupendous scale over many years. Many coun- 
tries hold large reserves of gold and dollar balances outside of 
the Fund and others hold moderate but still fairly large amounts. 
Some countries with adequate monetary reserves would prob- 
ably not come to the Fund for dollars at all. Those that do 
would, under the provisions of the Fund, have to use their own 
monetary reserves at the same rate as they used the resources 
of the Fund. Members with monetary reserves above their 
quotas must reduce their borrowings at the Fund whenever 
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their monetary reserves rise. Moreover, the repurchase clauses 
tend to conserve the resources of the Fund for countries most 
in need of currencies that are likely to become scarce. Thus, 
everything considered, before the $3.7 billion initially available 
in the Fund could be exhausted, the gap in the United States’ 
balance of payments would have had to be enormously large. 
This would mean that no fundamental solution of the United 
States international position had been reached. 

It would be the function of the Fund to remedy such dis- 
equilibrium, partly by necessary adjustment of exchange 
rates, partly by a process of consultation with member coun- 
tries with respect to economic conditions and developments in 
the various countries, and partly by long-term international 
loans made or guaranteed by the International Bank for Re- 
construction and Development. In short, before dollars could 
become scarce in the Fund, the member countries both individ- 
ually and collectively would have demonstrated their utter in- 
capacity to manage their economic affairs so as to achieve a 
reasonably moderate degree of internal and international sta- 
bility. There is no good reason to take so pessimistic a view. 

At long last, however, should it turn out that dollars avail- 
able in the Fund do become scarce, the Fund Agreement makes 
provision for this eventuality. It is provided that any currency 
that becomes scarce shall be rationed among the member coun- 
tries. Since there are not enough dollars to go around, the differ- 
ent countries will be allowed their fair share of dollars so as 
to bring the supply and demand into balance. Each country 
will be permitted to impose limitations on exchange operations 
in the scarce currency. 

Let it be noted that the problem of a possible shortage of 
dollars is not one created by the Fund. Dollars are surely more 
likely to become scarce without a Fund than with a Fund. This 
is true on the one hand because the Fund adds to the supply of 
dollars and on the other because the Fund through orderly ad- 
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justment of exchange rates and measures for the balanced de- 
velopment of world trade will tend to prevent a shortage of 
dollars. 

If no Fund were established, what would happen if dollars 
became scarce? Foreigners would restrict purchases from the 
United States. Or if exports from the United States continued, 
balances owing to American exporters would be piling up in 
various countries. They would be unable to get payment for 
their exports. 

Those who feel strongly that the possible “dollar gap” in the 
Fund should be closed may urge that the contributions to the 
Fund be raised all around to about double the line of credit 
afforded each country. If the United States’ contribution were 
raised to $6 billion, the gap would be closed. It is not probable* 
however, that so large a contribution would be acceptable po- 
litically. Nor is it reasonable to suppose that so large a contribu- 
tion is necessary. In all financial undertakings some reasonable 
risk must be assumed. The ratio of two to one between maxi- 
mum demand for dollars in the Fund and the supply of dollars 
is a reasonable risk to run, considering the monetary reserves 
held outside of the Fund and the powers of the Fund to achieve 
an international balance. Every commercial bank runs an anal- 
ogous risk. Its demand liabilities greatly exceed its cash re- 
sources, yet we do not compel it to “close this gap” by requir- 
ing a ioo per cent reserve. 

Should the Fund run out of dollars, this would not mean 
that dollars were necessarily scarce all around. Many countries 
not responsible for the dollar shortage in the Fund might hold 
large gold and dollar balances. Their imports from the United 
States need not be restricted. Thus the existence of the Fund 
could in no way intensify the problem of dollar shortage. On 
the contrary, in various' ways, as indicated above, the Fund 
would diminish the problem. 
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If some countries hoard dollar balances, then dollar shortages 
may occur even though the United States’ international account 
were in balance. This is true with or without a Fund. But this 
is not likely to prove serious in practice. Countries are not 
likely to hoard dollar balances in any volume since they' will 
need these funds for imports either from the United States or 
from other countries. No general problem could arise unless 
dollar balances were hoarded or converted into gold. The Fund 
could in various ways help to restrain any such tendency if it 
assumed unreasonable proportions. 

With respect to the problem of dollar balances accruing from 
trade with third countries, the Fund Agreement contains pro- 
visions for the recapture of any dollars thus acquired by any 
country that has previously borrowed from the Fund. 

No Fund mechanism per se can solve the fundamental prob- 
lem of the United States’ balance of payments. To expect that 
would be to look for a magic wand. The repurchase and ra- 
tioning provisions accomplish all that mere mechanics can do. 
The Fund can, however, contribute to the problem in a funda- 
mental way by wise management looking toward collective 
and individual action by member countries to achieve a bal- 
anced condition in world trade. 

Finally, we must not lose perspective. The world will not 
come to an end should the reserve ratios of the Federal Reserve 
Banks reach the legal limit; nor will it come to an end should 
the Fund run out of dollars. These criteria are signposts, but 
they are not ends in themselves. Let us not set up a new golden 
calf, whose worship might restrain us from our real goals, which 
are expansion, high employment and world-wide prosperity. 
Should the Fund run out of dollars, it may be hoped that we 
will not prove so bankrupt of ideas as to permit policies that 
would be destructive of national and international prosperity, 
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Quotas Unreasonable 

Some critics have alleged that the quotas established in the 
Fund are not based on realistic considerations of credit needs 
or credit-worthiness. To be sure, the matter of fixing the quotas 
was an extremely difficult one. Yet, in fact, with a few excep- 
tions the quotas assigned were accepted as reasonable and satis- 
factory by the delegates from the various countries. The quotas 
do correspond fairly well to the trade and economic position 
of each country in the world economy. 

Credit needs and credit-worthiness are likely to be conflict- 
ing concepts and the very use of these terms indicates how 
difficult the problem of appropriate quota assignments is. A 
country with large credit needs may not be a country whose 
credit is strong and dependable. 

That the credit needs have been reasonably well taken care 
of is indicated by the spirit of good will and enthusiastic co- 
operation with which the various delegates accepted, with 
minor qualifications, the quota arrangements. 

The idea that a quota should be assigned on a strict basis of 
credit-worthiness is wholly untenable. This suggestion misses 
the whole spirit and purpose of the Fund. It is the deliberate 
intent of the Fund that the various member countries should 
form a credit pool in which all take a limited risk in the interest 
of the workability and functioning of the whole world econ- : 
omy. It is the underlying philosophy of the Fund that the ' 

assumption of such mutual risk is precisely the necessary basis I 

for a high level of production and trade throughout the world. ’ 

The willingness of countries to enter into a mutual arrange- 
ment to promote the prosperity of all members augurs well 
for the future. It is precisely such action that tends to create a 
condition of credit-worthiness. To do nothing for any country 
until it has reached a position of credit-worthiness would be a 
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policy of negation. The assumption of risk by leading coun- 
tries as well as by private enterprise is essential if we are to have 
an expanding and prosperous world. The limited risk that each 
country undertakes will, I think, be regarded by reasonable 
persons as small in view of the probable gains that may be 
achieved. 

The risk involved is, in fact, small. It cannot be seriously con- 
tended by even the most cautious person that the United States 
stands to lose the whole quota of $2,750 million that it con- 
tributes. There is probably no person so cynical and skeptical 
as to believe that Canada, England, France, Australia, Holland, 
Belgium and many other countries are going to become so bank- 
rupt that their currencies and other collateral deposited with 
the Fund will become worthless. And even for the weaker 
countries it must be remembered that if their currency should 
depreciate they must make good the dollar value of their de- 
posits with the Fund. Moreover, attention should again be 
called to the fact that each country that borrows from the 
Fund would as a very minimum always be required to deposit 
with the Fund an amount of its own currency or other col- 
lateral equal to nearly twice the amount of the loan. The Fund 
arrangement, in fact, is from a financial standpoint a conserva- 
tive and cautious one. 

Fund Really Amounts to International Pump-Priming 

It has been said that the Fund is apparently based on the 
conception that foreign trade should be expanded on the basis 
of the granting of credits, that the Fund amounts to a world- 
wide extension, of deficit spending and pump-priming. The 
fear has, moreover, been expressed that America would supply 
the bulk of the credits. 

I do not know whether underlying this criticism is the belief 
that the granting of all credit is inherently bad. There are some 
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who take this position. There are extremists who argue that 
there ought to be no lending, no debts, no credits, either do- 
mestic or international. Were this so, all lending institutions 
would have to be condemned. But this extreme view is prob- 
ably not intended since some who have voiced the criticism 
cited are themselves engaged in banking and lending operations, 
both at home and abroad. 

The argument therefore must of necessity come to grips with 
the problem of the prudent and proper use of credit. The pro- 
vision of short-term credit to meet a temporary gap in the cur- 
rent international account is no new proposal Such short-term 
credits have been advanced by private banks throughout the 
history of modem capitalism. Private short-term credits will 
doubtless continue to play a role in minimizing die need for 
gold movements. 

While a country is struggling to overcome temporary diffi- 
culties, it is a matter of precaution and safety to provide through 
the Fund a limited amount of short-term credit. Such a program 
will reassure countries and aid them in refraining from undue 
restrietionist measures which may seriously reduce the volume 
of world trade .and unfavorably affect all countries. Indeed, it 
is a -major function of short-term credits throughout the busi- 
ness world to prevent painful and unnecessary measures such 
as bankruptcy, for example, and, instead, to provide construc- 
tive means of getting out of the difficulty— means that will 
promote not only survival but also expansion and prosperity. A 
prudent banker is not one who has only one solution for his 
clients" difficulties, namely, putting them through the wringer; 
he is rather one who nas sufficient ingenuity and courage to find 
constructive solutions for temporary difficulties. 

Thar the Fund cannot be used as a long-run means of financ- 
ing imports is evident from various provisions in the statutes. 
N i > member can borrow up to more than 25 per cent of its quota 
in any ! 2 months. If the loan runs for any extended period. 
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higher and higher charges are imposed, and finally penalty 
charges. If a member is using the Fund for long-run purposes, 
the Fund may refuse further access to its resources. 

’{ The Fund Does Not Redly Stabilize 

1 

The point just discussed leads to a consideration of a related 
criticism of the Fund. It is said that the Fund is really not a 
stabilization measure but only one that grants credits, and most 
likely credits to those who do not deserve them. It is argued 
that the Fund does not compel each member to “put its 'house 
in order.” It is argued that the granting of credits is likely to 
lull the borrowing countries into a quite unsound financial 
international position. It is argued that the borrower is not re- 
quired to “live within his means.” 

To all this a partial reply is that the critic has greatly over- 
stated his case. It is not true that the Fund is obliged to hand 
out credits right and left to all comers regardless of the eco- 
nomic conditions and developments in the various countries. 
In fact, no member has an unrestricted right to draw upon its 
line of credit. The Fund Agreement specifically provides that 
the Fund may limit the use of its resources by any member 
whenever it is of the opinion that any country is drawing upon 
the Fund in a manner contrary to the purposes of the Fund. 
Moreover, as we have already seen, any member that borrows 
from the Fund roust pay higher and higher charges the larger 
the amount of borrowing and the longer the period of the 
borrowing. And finally, when the amount and the period com- 
bined reach a certain point the Fund may charge any rate 
deemed appropriate as a penalty for the misuse of the Fund. 
In addition, attention may again be called to the point that the 
Fund has the power to make reports to any member country 
regarding economic conditions and developments within that 
country which tend to produce a serious disequilibrium in its 
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international account. It is therefore not true that member 
countries nuy act in an irresponsible manner with respect to 
their international economic conditions and developments and 
at the same time expect to get credits from the Fund. 

The “putting its house in order” type of criticism is fre- 
quently stated specifically in the language of orthodox finance. 
It has been said by many critics that the Fund misses the whole 
point of monetary stabilization when it does not set forth as a 
first requirement of each member that it balance its budget. 
The Fund, indeed, places no such requirement upon its mem- 
bers. The clash between the supporters of the Fund and its 
critics with respect to this point is a most fundamental one. This 
controversy relates to the question: What is indeed a sound 
fiscal policy? The modern view is that it is the aim and goal of 
fiscal policy to promote economic stability, to prevent both 
inflationary and deflationary developments. If private expendi- 
tures run so high in an intense boom that the demand for goods 
and services is outrunning the available supply of goods and 
services, then it is sound fiscal policy to have an overbalanced 
budget, to impose taxes in excess of expeditures and to reduce 
the public debt. If, however, there is depression and the flow 
of private expenditures is so low that prices are falling and 
unemployment is rapidly rising, then it is sound fiscal policy 
to unbalance the budget, to increase the volume of useful and 
productive public expenditures in excess of the current volume 
of tax receipts. 

Those who demand as an end and goal in itself a bal- 
anced budget cannot in the nature of the case at the same time 
adhere to the goal of economic stability. From the long-run 
standpoint it is indeed possible (though not necessarily the 
best policy) to adopt expenditures and tax measures that will 
permit a long-run balancing of the budget and at the same time 
achieve economic stability. But from the standpoint of the 
fluctuations of the cycle, it is not possible to do so. The sup- 
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porters of the Fund believe that promotion of economic stabil- 
ity is of the utmost importance and they believe that a flexible 
fiscal policy is an appropriate and powerful means for promot- 
ing economic stability. The Fund does not, therefore, de- 
mand that each member balance its budget. Herein lies the nub 
of the controversy. 

But in a deeper sense, the answer to the criticism listed above 
is that the Fund is founded in a spirit of mutual collaboration, 
consultation and good faith. This principle is utterly foreign to 
the psychology of those who demand that the Fund prescribe 
and dictate to each member. The Fund is not conceived in terms 
of a mid-nineteenth-century schoolmaster with whin in hand 
to discipline each pupil. In the modem world an international 
institution founded on the principle of discipline and coercion 
would have not the slightest chance of success. Those who 
argue in these terms have failed to grasp the temper of the world 
in which we live. 

It is perfectly true that there are wide differences in the 
family of nations with respect to achieved standards of financial 
conduct. There are also enormous differences in the degree to 
which countries have “grown up” with respect to monetary 
and fiscal management. But they are ail eager to learn and to 
improve. The leaders in many countries are indeed aware that 
their, governments will, partly by reason of inexperience and 
ignorance, partly by reason of inadequate self-discipline among 
their peoples, make innumerable mistakes and commit many 
economic “sins.” Perfection will not be achieved even by the 
best countries, and something far below perfection must be 
expected for a long time in many parts of the world. To say 
these things is merely to state the problems confronting the 
family of nations. They are not merely problems set by the 
economic conditions of our times. They are also problems of 
education and national character. 

But the time is Jsast when the strong nations can wield a stick 
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over the weaker ones. International security and economic 
prosperity must be developed in terms of mutual co-operation 
and mutual good will. And there is no need for cynicism and 
despair. Those who in recent years have been in intimate touch 
with the leaders of the various countries great and small must 
be heartened to see the growing devotion to- the common ends 
which all members of the family of nations must strive to 
achieve. 

It cannot be emphasized too strongly that the Fund is founded 
in the spirit of consultation, collaboration and good will If, in 
fact, it turns out that it cannot succeed on this basis, then success 
on any terms is nor attainable. In international relations the 
good-neighbor policy which involves consultation and co- 
operation has definitely and irretrievably superseded the policy 
of dictation and coercion. 

Not a Two-Way Adjustment Program 

With respect to mutual give and take in the relation of mem- 
bers to each other, it has been argued that the whole burden of 
adjustment, when disequilibrium in the balance of payment 
position of countries occurs, is placed in the Fund plan upon 
the creditor countries. Since the United States is generally as- 
sumed to be on the credit side of the ledger, it is specifically 
argued that the United States is called upon to shoulder the 
load. 

Under the old gold standard it was typically the debtor 
country that had to make the major adjustment. The adjust- 
ment was not made by any direct attack upon its balance of 
payment position such as direct control of imports. The ad- 
justment came automatically through the monetary and credit 
restrictions imposed by the outflow of gold and the banking 
adjustments that necessarily followed therefrom. Such credit 
restrictions resulted in a curtailment of business activity and 
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employment and caused a fall in the national income. The con- 
sequence of the fall in the national income was to reduce the 
demand for foreign goods and so to bring about a better balance 
in its international accounts. 

On the side of the creditor country an automatic adjustment 
was also expected to occur under the operations of the gold 
standard. The creditor country receiving an inflow of gold was 
expected to experience an expansion of credit and business 
activity, production, income and employment. With a higher 
level of income it was expected that the demand for foreign 
goods- would rise. Thus on its side a contribution was made 
by the creditor country to an international balance. 

The problem of adjustment as envisaged by the Fund Agree- 
ment is- certainly very different from that contemplated under 
the gold standard. Were it not different, it would not be accept- 
able to any international conference today. The economic goals 
sought by countries today are not those that were sought under 
the old gold standard. The old slogans were rigid exchange 
rates and balanced budgets. The slogans today are full employ- 
ment, rising living standards and economic stability avoiding 
both inflation and deflation. The fundamental difference be- 
tween the old gold standard and the Fund is precisely that the 
process of adjustment and the achievement of international 
balance shall not come through internal deflation, depression 
and unemployment. 

The adjustments contemplated under the Fund can, never- 
theless, be described as two-way adjustments. But with respect 
to the debtor countries, they are not the adjustments typically 
envisaged under the gold standard. We shall elaborate upon 
this in a later paragraph. 

So far as the creditor country is concerned the appropriate 
adjustment is substantially the same as that envisaged under the 
gold standard. But we can no longer rely upon automatic forces 
to bring this about. In the typical case the creditor country 
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should undertake an expansion of employment and income and 
thereby increase its demand for foreign goods. But such expan- 
sion should not be allowed to develop to the point of inflation 
as it might and, indeed, in certain circumstances, did under the 
automatic processes of the gold standard. Expansion in the 
creditor countries should be held at the point of substantial 
full employment so as to maintain internal stability. In the long 
run, international stability is not promoted by inflationary de- 
velopments in the creditor countries even though momentarily 
such a development might help to correct the current balance 
of payment position. No firm foundation for international sta- 
bility can be laid upon any basis except that of internal stability 
in the various countries. 

With respect to the debtor countries, we can ‘no longer 
tolerate a method of adjustment that calls for internal deflation 
and unemployment. While such a procedure does momentarily 
help to correct the gap in the balance of payment, from the 
long-run and broader point of view it produces curtailment of 
world trade and tends to spread the disease of deflation and 
unemployment throughout the world. This creates a lack of 
balance in the cost-price structure in each separate country. It 
does not contribute to a healthy condition or to an effective 
functioning of the world economy. 

. If the gap in the balance of payments of a certain country is 
adjudged temporary, the country should be aided over its diffi- 
culties by the granting of credits through the Fund. If it is of 
a more fundamental and long-run character, an orderly adjust- 
ment of the exchange rate may be in order. But this is not neces- 
sarily the proper remedy. It may well be that something far 
more fundamental is necessary, such as a change in the struc- 
ture of the country’s imports and exports. It may be that the 
development of an agricultural program, or basic internal 
improvement projects which would foster new industries, may 
so change the character and volume of the exports and imports 
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that a balance in the country’s international account could be 
achieved. Such measures to promote a balance by the debtor 
countries are constructive and lead to higher incomes and to a 
larger volume of balanced world trade. Under no circumstances 
should any debtor country be required to make its adjustment, 
as under the old gold standard, through the process of deflation 
and unemployment. 

Should it turn out that it may take considerable time for the 
basic disequilibrium to be corrected it may well be that the 
Fund should permit the member country to institute, in this 
interim period, exchange control It is far better to introduce 
exchange control, and thereby limit the volume of imports to 
the most necessary commodities, than to curtail imports in 
general bymeans of the process of deflation and depression. 

Thus we conclude that under the Fund a two-way adjust- 
ment is, in fact, contemplated. The adjustment calls for action 
on the part of both the debtor country and the creditor coun- 
try. What is true, however, is that the type of two-way adjust- 
ment envisaged under the gold standard is not contemplated in 
the" Fund Agreement and, indeed, would not be in line with 
current political thinking and policies. 

To sum up this discussion, the gist of the matter is as 
follows. The two-way adjustment contemplated in the Fund 
Agreement requires policies that at one and the same time 
promote international stability and full employment in both 
the creditor and the debtor countries. The adjustments con- 
templated must be of a character that at one and the same time 
promote both internal stability and international stability. The 
one must not be sacrificed to the other. Under the gold stand- 
ard, internal stability was not infrequently sacrificed to the 
goal of international stability. Under the gold-standard adjust- 
ment the debtor count!)?' might be forced into a serious defla- 
tionary process w r hile the creditor country might run into an 
Inflationary development. 
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The a Key~Curre?icy Approach ” 

The view has been supported by a considerable segment of 
American opinion that a better solution of the problem of 
monetary stability is the “key-countries approach.” This anal- 
ysis has been ably and forcefully stated by Dean John H. Wil- 
liams in various articles and recently in his Postwar Monetary 
Plans . 2 It is argued that international payments are typically 
made in terms of sterling or dollars, that these are the key cur- 
rencies in the world, and that monetary -stability primarily 
means stability of the steriing-doilar rate. With respect to the 
United States there should never be any question of exchange 
fluctuation. Variation in the dollar f oreign-exchange-r ate would 
have very serious international repercussions which, in mm, 
would react unfavorably upon the United States. While Eng- 
land needs more latitude, nevertheless she also has an obligation 
as a great trading center to maintain exchange stability. For 
smaller countries greater latitude may be permitted. Thus the 
smaller countries may be left a large amount of freedom to tie 
in with the dollar or with sterling on such terms as best suits 
their internal prosperity. According to this view, therefore, 
there is no need for an International Monetary 7, Fund. What is 
needed is close collaboration between the key countries, mainly 
England and the United States, with a large measure of flexi- 
bility and freedom for other countries. 

The plan suggested is, in some measure, similar to the con- 
dition that existed in the late thirties before World War II. 
The British arid the American stabilization funds collaborated 
informally to secure substantial stability in the dollar-scerling 
exchange rate. There was a sterling area to which a consider- 
able number of countries, including the Dominions and the 

2 John H. Williams, Postwar Monetary Plans and Other Essays, Knopf, 
New York, 1944. r 
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Scandinavian countries and some Latin-American countries, 
adhered. There was in effect also a dollar area including vari- 
ous Latin-American countries and to a degree Canada. While 
this arrangement prior to World War II was far from satis- 
factory, it must be admitted that there were many non- 
monetary causes for the unfavorable conditions then prevail- 
ing. These, it is hoped, could be removed in the peace following 
this war. 

Against the key-country approach it has been urged by Mr. 
Rasminsky, Head of the Foreign Exchange Control Board in 
Canada, that such an arrangement tends to promote economic 
regionalism and the splitting up of the world into economic 
blocs. “The creation of blocs of this sort has in the past in- 
volved discrimination in trade as well as in currency matters.” 3 
Moreover, many small countries are “key countries” with re- 
spect to important commodities in world trade. Professor Rob- 
ertson has said that “in the present state of world opinion the 
worst way to offer Anglo-American leadership to the nations 
in any held is to seem to be imposing it on them. That leader- 
ship must develop within the framework of a United Nations 
--and ultimately of a still broader- — system.” 4 

Consultation on international monetary matters which is 
restricted to informal discussion between the key countries and 
to which the small nations are not invited is likely to give rise 
to ail manner of fears, frequently quite unfounded, but never- 
theless disturbing. In fact, it can scarcely be questioned that the 
rights and interests of small nations cannot be so well taken 
care of under the key-country arrangement as through open 
and continuous international consultation in the International 
Monetary Fund. 

Back in 1941 I was myself urging joint action between the 

8 Louis Rasminsky, “international Credit and Currency Plans,” Foreign 
Affairs, July, 1944. 

5 D. H. Robertson, “The Postwar Monetary Plans,” Economic Journal, 
December, 1943. 
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United States and Britain on (a) a parallel program of economic 
expansion, (b) developmental loans to backward countries and 
(c) monetary and economic stability. I quickly learned that 
such a program limited to these two great powers would be 
resented by other countries. The conception had to be enlarged 
and broadened so as to include all countries, great and small 
alike, in an international institution. 

There is, nevertheless, an important core of truth in the key- 
country approach. But this is in no way at variance with the 
arrangement provided in the International Monetary Fund. The 
fact is that the International Monetary Fund cannot succeed 
except on the basis of the closest collaboration of the key coun- 
tries. The Bretton Woods Conference itself is a striking il- 
lustration of the manner in which the key countries can suc- 
cessfully collaborate within the framework of an international 
organization.' Without the closest collaboration and consulta- 
tion of the leading countries the Bretton Woods Agreements 
could never have been achieved. Nevertheless, time and again 
the fact that proposals urged by the key countries had to be ac- 
ceptable to all countries served as a useful check. The presence 
of the small countries, f think it will be generally agreed, helped 
to insure that the Agreements reached would provide a work- 
able international arrangement. 

In the political world federation, which we are in process of 
instituting to preserve the peace of the world the great powers 
must play the leading role. But it is generally agreed that there 
is danger in the great-power approach unless these powers 
operate within the framework of an international institution 
in. which all countries great and small alike are represented. So 
also in the economic sphere. The operation of the International 
Monetary Fund will devolve basically and fundamentally on 
the key countries. These countries can, however, co-operate 
to promote international stability more successfully within the 
framework of an international institution in which all countries 



CRITICISMS OF INTERNATIONAL MONETARY FUND 87 

participate. Fears, rivalries, jealousies and imputations of sinister 
purposes tend to vanish when the key countries are compelled 
to work together within the pattern of an international organ- 
ization. The effectiveness of key-country collaboration is in 
no way diminished thereby; indeed, only when such collabora- 
tion takes place within the framework of a genuine inter- 
national arrangement can its dangers be avoided. 

Other Measures Should Come First 

Finally, it has been urged that we have not put first things 
first. It has been said that we should first obtain international 
agreement with respect to tariffs, import quotas and other trade 
control measures. Others have suggested that all the problems 
of the transition period should first be fully taken care of; in- 
deed, no monetary arrangement should be attempted until we 
have securely made the transition to a peacetime economy. 

Consider the latter criticism first. It is true that certain meas- 
ures must be undertaken outside of the Monetary Fund to take 
care of the transition period. Indeed, important measures have 
already been taken. The United Nations Relief and Rehabili- 
tation Administration has been set up and is currently func- 
tioning. Thus relief measures are no part of the functions 
of the Fund . 5 In addition, preliminary conferences have been 
held and others are under way relating to such important tran- 
sitional problems as shipping, control of air routes, oil, rubber, 
international cartels, commodity agreements, transplanted pop- 
ulations, the control and disposition of German industry and 
many other problems. The Fund cannot and is not designed to 
deal with innumerable complicated transitional problems. But 
it can and should help in an orderly transition to peacetime 
conditions not only by guiding international monetary develop- 

s This separation Dean Williams has repeatedly and rightly urged, and later 
revisions of the monetary drafts have recognized the validity of this position. 
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ment through the transition period but also by providing a 
framework for long-run monetary stability. The Fund, along 
with other measures, can help to meet the difficult problems of 
the transition. In particular, the consultative parts of the Agree- 
ment can serve, during the transition, a very important func- 
tion. 

With respect to the other point — that international agree- 
ments should first be reached on commercial policy — the an- 
swer is, it seems to me, pretty obvious. There is no good reason 
why we cannot simultaneously move forward as rapidly as pos- 
sible on the monetary front and on the tariff and commercial- 
policy fronts as well. Former Secretary Hull has for ten years 
been engaged in a Herculean effort to promote nondiscrimina- 
tory trade practices and to reduce trade barriers by means of 
trade agreements. Comme rcial-policy discussions are currently 
in progress and as soon as feasible an international conference 
dealing with tariffs and commercial policy should certainly 
be called. 

Experience shows, however, that these are extraordinarily 
difficult matters to deal with. Those who suggest that monetary 
matters should be laid aside until the tariff problem is satis- 
factorily solved arc either naive or deliberately planning to 
postpone all action. No reasonable person will deny that the 
problem of tariff and trade control will not early reach any 
satisfactory conclusion. In particular, Secretary Hull, who has 
manfully striven for ten years against terrific opposition for a 
program of tariff reform, may be entitled to conceal a smile 
when it is suggested that a removal of tariffs and trade impedi- 
ments should everywhere be accomplished before we tackle 
other urgent problems. 

What I have said above in no way implies that tariff reduc- 
tions and trade restrictions are not important. But we shail get 
nowhere if we attack tariffs first and neglect all other problems 
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in the meantime. Instead of being too concerned about prior- 
ities we need to push forward with various measures as rapidly 
as is feasible. There is no one thing that has to be done first. 
Indeed, there would be violent disagreement about which 
should come first. No good can come from quarreling' about 
priorities. Monetary stability will promote trade and world 
prosperity. And similarly, tariff reform and the progressive 
removal of trade restrictions wall contribute to monetary sta- 
bility. Each program supports the other. 

Concluding Remarks 

If no international monetary arrangements are set up, fric- 
tion growing out of nationalist policies will be intensified. If 
collaborative international institutions are established, national- 
ist policies will still in some measure be present, but they will 
be ameliorated and we hope gradually reduced. International 
collaboration can progressively move toward a'more stable and 
better functioning wmrld economy. 

If the United States fails to enter the monetary proposal, it 
may be feared that it will also remain aloof from other inter- 
national economic institutions. While one may have high con- 
fidence that the United States this time will enter into inter- 
national political arrangements to help secure the peace of the 
world, it remains to be seen whether we have reached a suffi- 
cient degree of understanding of economic world problems to 
embark upon economic collaboration. Having become inter- 
national on political lines, there is danger that we shall remain 
isolationist on economic lines. 

If the United States stays aloof from international economic 
arrangements, such institutions may still be set up under British 
leadership, including not only the members of the British Com- 
monwealth of Nations but also the nations that can readily be 
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drawn into the sterling area. Should such a development occur, 
intensified nationalist economic tendencies in the United States 
may be expected. 

A partial international monetary union under British leader- 
ship would provide multilateral clearing among its members. 
But such a British union would necessarily seek to bring its 
payments into balance vis-a-vis the United States. Multilateral 
trade between the members of the sterling-area union would 
grow at the expense of American trade. This, in turn, would 
provoke the United States to build up its own dollar area, using 
foreign lending as a potent means to bring this about. The 
•dangers of friction between the British Empire and the United 
States in such a development are obvious. It is such far-reaching 
problems as these that the United States must face in develop- 
ing a responsible program — one that takes a long-run view of 
the interests of this country in terms of world-wide political 
and economic security. 

The Bretton Woods Plans are international in scope. As such 
they are superior to bilateral arrangements. In the absence of 
broad international collaboration, nationalist policies tending 
toward economic isolation are almost certain to prevail. Or if 
not isolation, economic rivalries between blocs formed under 
the leadership of great nations. If collaboration on broadly 
international lines is not instituted, economic nationalism and 
isolationism, rival economic blocs and international friction will 
likely be intensified. 

These proposals may be regarded as a test case. If the United 
States fails to accept these arrangements (in many respects less 
controversial and involving relatively small financial commit- 
ments) there is little probability that it will adhere to other 
needed international economic institutions. 'Yet if international 
economic institutions are not adhered to by the United States, 
can international political arrangements designed to secure the 
peace of the world succeed? 



CHAPTER 1 X 


International Trade Authority 


The experience in the interwar period makes it quite clear that 
traditional approaches to the problem of trade and commercial 
policies are sterile and ineffective. It does no good merely to 
hold an international conference and make pious recommenda- 
tions with' respect to the removal of tariffs and trade restric- 
tions. The experience in the interwar period shows that such 
recommendations produce no results. Worse yet, the more the 
experts recommended trade reductions, the more it seemed 
that those in charge of practical policy in the various countries 
resorted to increasing trade restrictions. We must make a fresh 
start on this problem. 

Expansionist international trade policies cannot and will not 
be adopted and put into effect unless they constitute part and 
parcel of a broader program of international co-operation. If 
we begin, with another international conference to reduce tariffs 
we shall again fail. But expansionist trade policies can become 
a part of a realistic program if incorporated in a wide frame- 
work of international economic collaboration. 

Let me emphasize once again that no good comes from quar- 
reling about what part of a broad international program must 
come first. Each reinforces and sustains the other, and each is 
necessary to the whole. In the nature of the case the whole 
integrated program cannot be adopted in a single conference. 
To attempt to do so would get us nowhere. It was right that 
at the Bretton Woods' Conference attention was concentrated 
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on monetary matters and foreign loans. But it was also essential 
that those -who were laying monetary and financial plans should 
keep in mind the relation of these to other necessary parts of 
an international program. In making monetary and inter- 
national investment plans it was important to have in mind in a 
general way the kind of trade policies which were deemed 
desirable and which monetary and investment policies could 
help to make realistic and workable. 

We have learned that the removal of trade obstacles under- 
taken by itself alone is not a feasible program. A liberal trade 
policy must be undertaken side by side with a program of de- 
velopment, expansion and full employment throughout the 
world. Apart from these it can achieve nothing. Expansionist 
trade policies cannot and will not be adopted when every coun- 
try is struggling for the largest possible share in a restricted 
domestic and international market. We must enlarge both the 
domestic and the international market — the domestic market 
by a policy of full employment at home, and the international 
by a policy of development in the industrially backward coun- 
tries. 

This is, the lesson we hayejearned in the, interwar period. It 
is for this reason that we have resolved this time not to neglect 
a program of development in the industrially backward coun- 
tries. It is for this reason that the Bretton Woods Monetary and 
Financial Conference proposed the setting up of an Inter- 
national Bank for Reconstruction and Development. And it is 
for this reason that those concerned with international trade 
in the postwar period urge a domestic program of full employ- 
ment, particularly in the great industrial countries. This is a 
new approach. Formerly, it was thought sufficient merely to 
urge the reduction of tariffs and the removal of trade barriers. 

On the other side it would be a fatal mistake to become sd 
enamored of international development and domestic full- 
employment programs that we forget all about international 
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trade and commercial policy. International development and 
domestic full employment are not enough. We live in a world 
in which intercommunication and speedy transportation .make 
self-sufficiency and economic isolation utterly impossible. It is 
not a question of trade or no trade. It is a question of the kind 
of trade relations we shall adopt. If we are to undertake inter- 
national economic co-operation on- expansionist and develop- 
mental lines it is evident that trade and commercial policy must 
become of paramount importance. We cannot escape this issue. 

Development and expansion cannot succeed unless under- 
taken in a world which also plans appropriate international 
trade and commercial relations. For example, there would be 
no prospect that international loans could gradually be amor- 
tized and reasonable interest paid unless a high level of world 
trade were developed. Nor is there any prospect that the foil 
benefits of a program of industrialization and development in 
the backward countries could lead to the desired levels of real 
income and living standards unless the countries whose pro- 
ductivity has been increased are able to trade on advantageous 
and nondiseriminatory terms throughout the world. 

The,, motion.,, that industrialization and development of the 
backward countries would result in a reduction of world trade 
is completely mistaken. All past experience shows that it Is the 
highly productive countries with high purchasing power that 
constitute a large market for foreign products, and which, in 
turn, sell to other countries specialized products in which their 
resources and skills excel. The higher the productivity, the 
standards of living and the purchasing power of the now re- 
tarded countries, the larger will be their trade with the United 
States and with other highly developed countries. 

In the final Act of the Bretton Woods Conference it was 
declared that the expansion and balanced growth of inter- 
national trade could not be achieved through monetary and 
financial plans alone. The Conference therefore recommended 
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that the participating governments, in addition to implement- 
ing the specific monetary and financial measures which were 
the main subject of the Conference, should create the necessary 
conditions in the field of international trade relations for . the 
'.attainment of the broad goals the Conference had set out to 

■ achieve. It was recommended that the participating govern- 
ments undertake ways and means of promoting mutually ad- 
vantageous international commercial relations. 

• To achieve this end it is not sufficient merely to hold occa- 
sional international conferences on commercial policy. Con- 
tinuous international collaboration on trade matters has in the 
modern world become imperative. It is therefore necessary, l 
believe, to establish a continuing organization — an International 
Trade Authority — which will always be on the job. to promote 
the freest possible development of world trade . 1 

An International Trade Authority should be established be- 
fore the end of the war alongside of the other international 
institutions that have already been proposed. Such an Authority 
should comprise all of the United Nations, it is evident that 
here, as also in the case of the Monetary Fund and the Bank for 
Reconstruction and Development, the great nations are bound 
to play the major role. But they should play this role within 
the framework of a United Nations organization. Only in this 
way can it be insured that the policies adopted genuinely pro- 
; mote not only the interests of the great nations but also those 

■ of the smaller countries. International good will and the good- 
neighbor policy require the formation of an ail-inclusive inter- 
national organization. 

It would be the function of the International Trade Author- 
1 ity to promote the adoption of liberal and nondiscriminatory 
: trade practices between the member countries. During the 
: transition period immediately after the war it would be a part 

1 See P. W, Bidweli, “Controlling Trade after the War,” Foreign Affairs, 
January, 1943. 
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of the task of the Authority, in co-operation with other inter-; 
national bodies, to direct the flow of trade so as to serve effec- 
tively the needs of relief and reconstruction. Afterward the,, 
Authority’s main function would be to undertake a compre- 
hensive study of long-range programs looking toward trade 
policies that would contribute to general world prosperity, a 
high level of international trade and the successful functioning 
of the various international agencies operating in their special- 
ized fields. 

The Authority should collect up-to-date information about 
trade policies currently in force ' in the different nations. It 
should study and report on the effect of such policies upon the 
world economy. 

The member countries joining the Authority should agree 
to report any prospective changes in import or export duties 
or other trade practices, such as import or export licensing, 
import or export quotas, before putting any of these measures 
into effect. The member countries should agree that the pro- 
posed changes should not be put into operation within a reason- 
able period during which the Authority would have. an oppor- 
tunity to investigate the proposals. The Authority should study 
the proposals from the point of view whether the suggested 
changes in trade policy would threaten to disrupt international 
trade or have important adverse economic effects upon other 
countries and upon world prosperity in general. The Authority 
should be empowered to collect full evidence relating to such 
proposed changes and to make a report of its findings. This re- 
port should go to the country proposing the changes and should 
make a recommendation with respect to modification or aban- 
donment. 

It is not proposed that the member countries should turn 
over to the International Trade Authority the power to pre- 
scribe the trade or commercial policies of the member coun- 
tries. Such action would involve a surrender of sovereignty 
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which the nations of the world are today clearly unwilling to 
undertake. It is recommended, however, that the Authority be 
given the power to make an investigation and to report its find- 
ings and recommendations before the country is free to intro- 
duce the changes proposed. In this manner the pressure of 
world opinion can be brought to bear upon any individual 
country, strengthening the groups within the country that take 
an international point of view as opposed to a narrow national- 
ist policy which would be shortsighted. It could be a very great 
gain to provide through the investigation and recommenda- 
tions of the Authority an over-all analysis designed to reveal 
the international implications of any proposed changes. In this 
manner the goal of genuine international economic co-operation 
could be furthered. It will not be possible to achieve a success- 
ful program of international economic collaboration unless the 
action of individual countries is continuously studied and 
viewed from the international angle. The reports and recom- 
mendations of the Authority would make it clear that a coun- 
try cannot at one and the same time hope to obtain the benefits 
accruing from international economic collaboration while pur- 
suing nationalist policies that defeat these ends. 

If countries are to be persuaded, however, from undertaking 
nationalist policies, it is evident that the program of inter- 
national collaboration must be positive and constructive. Inter- 
national economic co-operation cannot, win support if we are 
always merely saying no, no. We can hope to persuade coun- 
tries to desist from uneconomic international policies only in 
the event that we can point to a forward-looking expansionist 
and developmental program through international economic 
collaboration. 

In undertaking a positive program of international economic 
collaboration it is urgently necessary for the International 
Trade Authority not to take a doctrinaire or dogmatic attitude. 
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It most not permit itself to become legalistic. It must not set up 
roles which in their specific application may at times defeat 
the broad purposes in view. 

It is clear that a primary, aim, and goal of international trade 
policy should be to eliminate discriminatory practices. In earlier 
periods, when individual private trading was the universal rule 
and when tariffs constituted almost the only trade restrictions, 
the most-favored-nation rule served reasonably well as a means 
of eliminating discriminatory trade practices. It must be recog- 
nized, however, that trading methods have become enormously' 
more diverse, complex and complicated than was formerly the 
case. Today there are countries that have a state trading monop- 
oly, such as Russia, and there are other countries such as New 
Zealand where there is large state intervention involving bulk 
trades and other measures of state control. Some countries may 
find it desirable as a means of financing internal-development 
programs to classify imports from the standpoint of the degree 
to which thev are essential to the economy, thereby enabling 
them to use their foreign-exchange resources for their more 
important needs. For some countries regional arrangements 
may be made involving a “customs union n with respect to cer- 
tain commodities, while at the same time there may be national 
tariffs on other commodities. And some countries (the Danu- 
bian area, for example) may find that their productivity and 
real income would be promoted by regional preferential tariff 
arrangements. 

In the complexity of modern trade conditions it is not pos- 
sible to lay down any dogmatic rule that will serve the broad 
purpose of nondiscriminatory practice and general world trade 
expansion. We shall not in the postwar period be ‘living in any 
such simplified trading world as that of the nineteenth century. 
We shall be confronted with a great variety of trade practices. 
The International Trade Authority will have to keep firmly in 
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mind the broad goals of nondiscrimination and trade expansion, 
but in so doing it must avoid the application of rigid doctrinaire 
rules. 

It has never been a violation of most-favored-nation treat- 
ment for countries to form a complete customs union. It has, 
however, been regarded as inadmissible to make preferential 
tariff agreements that went halfway toward establishing a cus- 
toms union — in other words lowering tariffs between the coun- 
tries in question without raising them to other countries. Re- 
gional arrangements that reduce tariffs and trade restrictions 
and that treat other countries on a nondiscriminatory basis 
ought to be considered on their merits without being arbitrarily 
ruled out by application of rigid rules. If trade is promoted and 
countries outside of the regional arrangement are permitted to 
join if they so desire, such arrangements may deserve support 
no less than complete customs unions. 

The fact that trade conditions in the postwar period will be 
characterized more than in the past by government trading, 
bulk purchasing, by regional arrangements that promote de- 
velopment and diversification in certain areas, and by develop- 
mental tariffs in backward countries, calls all the more for an 
International Trade Authority that would always be available to 
examine the merits and the practical operation of these com- 
plicated arrangements. The diversity of practice that we are 
likely to witness in the postwar period unless guided and con- 
trolled so as to promote and facilitate international economic 
co-operation is likely to be disruptive of world trade and to 
result in gross discrimination between countries. 

Adjustments to changed conditions, if haphazard, may 
develop an immense amount of ill will and suspicion in inter- 
national relations. To avoid these effects it will be necessary tQ 
guide the adjustments by consultation and agreement between 
nations. An International Trade Authority could here serve a 
useful purpose. It could become the meeting ground in which 
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the member countries were able to lay their special problems 
before an impartial body which, viewing the whole from the 
international standpoint, could guide action in a manner that 
would broadly meet the needs of individual countries, yet in 
a manner designed to safeguard the interests of other coun- 
tries, and, in general, promote equilibrium and world trade. The 
rule of reason would need to be applied instead of arbitrary 
and rigid rules. But nationalist policies disruptive of inter- 
national collaboration should be strongly resisted. The Author- 
ity, should- grant or decline applications for special arrange- 
ments according to whether such arrangements could or could 
not be fitted into the general aims and goals of international 
economic collaboration. Such arrangements should always be 
viewed with respect to their effect upon world development 
and expansion and upon the general volume of world trade. 

The Authority would be expected to prepare a code of fair- 
trade practices for international trade to be submitted to the 
member nations for adoption. Such a code once adopted could 
be administered by the Authority with appeals from its deci- 
sions to the International Court of justice. 

The International Trade Authority would be expected to 
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worlc closely with other international organizations such . s 
the International Monetary Fund, the International Bank for 
Reconstruction and Development, the Food and Agriculture 
Organization, the International Commodity Corporation, if 
established, and other similar agencies dealing with interna- 
tional economic policies. Through such co-operation the Inter- 
national Trade Authority could make an important contribu- 
tion toward bringing about a more effective use of world 
resources, promoting an optimum international division of labor 
based upon the utmost development of resources both human 
and material throughout the world. 

An International Trade Authority, and indeed other inter- 
national economic agencies, could not function successfully 
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unless an international security organization along political 
lines were established to promote continued world peace. Only 
on this basis could commercial policy be directed toward eco- 
nomic ends rather than toward ends designed to safeguard 
national defense in a world fearful of war. Genuine interna- 
tional economic collaboration involving a large measure of eco- 
nomic interdependence requires a peaceful world. 

The joint Declaration of President Roosevelt and Prime 
Minister Churchill, known as the Atlantic Charter, set forth as 
one of the common principles in the national policies of their 
respective countries the proposition that all countries, great and 
small alike, should have access on equal terms to the trade and 
to the raw materials of the world needed for their economic 
prosperity. It is evident that the implementation of such a decla- 
ration in actual practice confronts deeply ingrained and es- 
tablished policies all over the world which make it impossible 
to carry it out to a ioo per cent ideal degree. It is a broad aim 
toward which the world is working, but as is true of many aims 
it cannot all at once be achieved, indeed, the Declaration itself 
introduced the qualifying phrase “with due respect for their 
existing obligations.” Progress toward this high ideal would be 
furthered by an International Trade Authority constantly re- 
viewing changes in the practices of member nations and ex- 
amining the effect of such proposed changes upon the work- 
ability of the world economy. 

In the Lend-Lease Agreements made between the United 
States, Great Britain and other United Nations, Article 7 makes 
the declaration that the terms and conditions under which 
benefits shall be provided to the United States in return for aid 
furnished shall be such as not to burden commerce between 
countries concerned. It is declared that the terms and condi- 
tions shall be such as to promote mutually advantageous eco- 
nomic relations between them and the betterment of world- 
wide economic relations in general. Ir is agreed that united 
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action, open to participation by all other countries of like mind, 
shall be undertaken involving appropriate international and 
domestic measures directed to the expansion of production and 
employment and the exchange of goods which are the material 
foundations of the liberty and welfare of all peoples. It was 
agreed that the terms and conditions should be such as to elimi- 
nate all forms of discriminatory treatment in international 
commerce and to promote reduction of tariffs and other trade 
barriers. 

The real answer to restrictionist trade practices must be 
found in an expansion of production and employment all over 
the world. In this the United States can play a leading role. 
First and foremost it must promote domestic full employment. 
Under conditions of full employment the United States will 
be a heavy importer of raw materials and unprocessed food- 
stuffs, of tourist travel services abroad, of luxury products of 
all kinds, and of many specialized articles that can to advantage 
be imported from other countries. For this reason the United 
States has a major interest in reducing restrictive international 
practices to a minimum and in favoring a progressive liberaliza- 
tion of commercial policy. The United States, having broken 
through the narrow confines of political isolationism with its 
concept of continental outposts within which self-defense is 
sought against a world in which we play no part, and having 
undertaken to play its role in establishing world-wide political 
security and world-wide conditions conducive to the preserva- 
tion of peace, must as a corollary open up the freest possible 
world trade and intercommunication between all countries. 




CHAPTER X 


The United Nations Relief and 
Rehabilitation Administration 


This agency, so essential for dealing with the problems of the 
transition period, is the outcome of a conference of representa- 
tives of 44 United Nations held in Atlantic City in December, 
1943. It is designed to fill the urgent needs of relief and re- 
habilitation of the war-devastated countries as more and more 
areas become liberated. 

It is expected that funds amounting to perhaps $2,500 
million will be raised to pay for the supplies and services 
needed. It was suggested that each member country whose 
home territory has not been occupied by the enemy should 
contribute an amount approximately equal to .1 per cent of 
the income of the country for the year ending June 30, 1943,, 
Accordingly, the contribution of the United States is $1,356 
million, and that of the British Commonwealth nearly $500 
million, 1 

It is not intended that the $2.5 billion, or whatever is sub- 
scribed, shall do the entire job. This sum will be supplemented 
by contributions from occupied countries and from private 
sources. No country desires free aid if it can be avoided. Most 
governments will pay for much of the goods and services re- 
ceived. 

Following World War I various relief organizations were 

1 CL UNRJRA: Gateway to Recovery, Nos, 30-31, National Planning 

Association. 
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established including an American Relief Administration. This 
time it has wisely been decided to organize relief under the 
banner of all the United Nations. This action represents the 
new spirit of broadly international co-operation between great 
and small countries alike. While it is clear that the United States 
and the British Commonwealth of Nations must bear the over- 
whelming part of the burden, nevertheless, operating within 
the pattern of an international agency to which the smaller 
countries contribute according to their ability and capacity, 
the cause of world unity and international good will is better 
assured. Relief and rehabilitation are a matter of justice, not 
charity. They should not assume the form of a charitable gift 
by rich countries to those less fortunate. 

The fact that every institution thus far set up or con- 
templated includes all the United Nations, large and small alike, 
represents a major advance. The time is past when the great 
nations can run the world alone. 

“Relief and Rehabilitation” — these words indicate that the 
functions of UNRRA are limited in scope. It is not intended 
that this agency should undertake long-range programs of re- 
construction. That is left for other agencies such as the Bank 
for 'Reconstruction and Development. It is intended that 
UNRRA will fill only the temporarily urgent needs. 

Relief alone is clearly not adequate. It is not enough simply 
to send in food, clothing and medicines to those in desperate 
need. It is also necessary to revive the productive process; to 
put the various nations back on their own feet; to provide seeds, 
breeding animals, fertilizer, and essential repairs and parts for 
machines. It is necessary to start these people on the road to 
self-support. 

Food 

The first task is obviously that of providing for immediate 
needs — food, fuel, clothing, shelter and medical supplies. While 
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the Food and Agriculture Organization (described in the 
next chapter) will deal with the long-term problems of agri- 
cultural development and improved nutritional standards, 
UNRRA must deal with emergency problems. Collaboration 
between the two bodies is, however, essential. 

It is especially important that farmers be able to sow and 
harvest essential crops in the first crop year, to rehabilitate 
their farms and to build up their dairy herds. The early resump- 
tion of the fishing industry is important. Provision for the ex- 
change of foodstuffs for industrial products needed by farmers 
at stabilized prices is essential to prevent hoarding. Thus trans- 
port and marketing enter into the food relief problem. 


Local Industry 

Public municipal utilities must be repaired to meet the im- 
mediate needs for urban living, including light, water, sanita- 
tion, power and transport. Local manufacture of food, clothing 
and medical supplies must be started as soon as possible. For all 
this, raw materials, machinery and spare parts will be needed. 

Shelter 

UNRRA cannot undertake to rebuild the devastated areas. 
Rut it must aid in providing for temporary shelter. Homes, 
hospitals and schools must be repaired. The need for temporary 
shelter in Russia and China will be very great. 

Health and Medical Care 

Health work is a primary responsibility of UNRRA. Infant 
mortality, tuberculosis and epidemics are major problems. “The 
seeds of disease,” says Dr. Frank G. Boudreau, “have been sown 
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all over Europe.” There is danger of vast epidemics unless 
nations act together to cope adequately with this problem. 

W el fare Services 

One of the reports contained in u First Session of the Council 
of the United Nations Relief and Rehabilitation Administra- 
tion: Selected Documents” is on welfare services and voluntary 
relief agencies. These welfare services involve provision for the 
personal rehabilitation of individuals requiring special help. The 
provision for food, clothing and shelter is not enough. The 
specific problems of individuals must be taken care of in order 
to bolster up individual responsibility and self-help. Many war 
veterans will need special care. War orphans present a problem 
of large magnitude. Welfare agencies and trained personnel, in 
the field of social work must be used extensively to help meet 
these specific needs. The officials of UNRRA are aware of these 
problems and in co-operation with the various governments are 
prepared to enlist the support of voluntary relief agencies in the 
welfare field. Moreover, the private agencies themselves are 
awake to the problem. In Great Britain a consultative body has 
been formed, the Council of British Societies for Relief Abroad, 
In the United States the American Council of Voluntary 
Agencies for Foreign Service has been organized. These 
private organizations are prepared to operate under the general 
guidance of the Director General of the United Nations Relief 
and Rehabilitation Administration. 

Displaced Populations 

The problem of uprooted people is one of the urgent tasks 
confronting UNRRA. It is estimated that there are in Europe 
alone from 20 to 30 million displaced persons, 2 apart from war 

-C£. Europe's Uprooted People: The Relocation of Dislocated Popula- 
tion, Mo. 36, National Planning Association. 
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prisoners, while in China there is an approximately equal 
number. When hostilities cease, the repatriation, as far as 
possible, of these vast numbers will present almost insuperable 
problems. 

It is clear that UNRRA must undertake large responsibility 
for the return of United Nations nationals to their own 
countries, both from liberated and conquered territories. In 
this important task UNRRA will work in close co-operation 
with other agencies such as the international Red Cross, the 
International Labor Office and the Intergovernmental Com- 
mittee on Refugees. 

The International Red Cross is especially concerned with 
prisoners of war. It has unique sources' of information about 
prison camps, and it will play a leading part in the repatriation 
of war prisoners, working in association with the military 
authorities, with UNRRA and with the governments con- 
cerned. 

In the event that the goal of full employment and high levels 
of income is realized in the postwar world, it is evident that the 
problem of relocating displaced persons will become feasible. 
If there is mass unemployment, the problem becomes virtually 
insoluble.. With respect to the newer countries which may be 
able to attract immigrants, the problem of settlement and em- 
ployment of uprooted peoples would be greatly facilitated if 
large-scale development projects are undertaken which would 
promote industrialization and diversification of agriculture. 
Here the International Bank for Reconstruction and Develop- 
ment can play an important role. The International Labor 
Organization has set up a Permanent Migration Committee. 
Consultation and co-operation between UNRRA and the ILO 
is envisaged. 

UNRRA is an agency for the transition period. Long-run 
aspects of activities started by it will, however, be handed on 
to permanent agencies, including among others the Inter- 
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national Labor Organization, the Food and Agriculture Or- 
ganization, and the Bank for Reconstruction and Development, 


CHAPTER XI 


The Food and Agriculture Organization 
of the United Nations 


In May, 1*943, representatives of 44 governments met in Hot 
Springs, Virginia, upon the invitation of the government of the 
United 5tat.es to consider ways and means of achieving the post- 
war goal of freedom from want. When the delegates left, the 
foundations of an international organization to deal with the 
problems of food and agriculture had been laid and an im- 
portant forward step taken for a more effective and compre- 
hensive attack, both on a national and on an international scale, 
on three of the great scourges of mankind: rural poverty, mal- 
nutrition and ill health. 

The work accomplished at Hot Springs indicated the desira- 
bility of setting up a permanent international organization that 
could continuously deal with these problems. Many of the 
aspects that were considered by the Conference and on which 
recommendations were made have been neglected by the 
nations in the past. And even in those cases where the existence 
of these problems has been recognized, insufficient action has 
been taken. 

The Conference stressed the urgent need for action and 
indicated the way in which desired results can be accomplished. 
It proposed the setting up of m organization that could provide 
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the necessary information and assistance to governments in 
dealing with the problems involved. 

■The problems of health and prevention of disease are closely 
linked with the problems of adequate nutrition and better edu- 
cation. They, in tum, have an important bearing on agricultural 
production. In many cases the basic condition is that of poverty. 
Only a broad and comprehensive attack on all these related 
problems can hope to achieve results. 

Not infrequently the situation is one that precludes effective 
isolated action by individual states. Agricultural production 
and consumption are peculiarly dependent upon world-wide 
markets. It is therefore of prime importance that an inter- 
national organization should exist to deal with those problems 
that in scope transcend national boundaries and to assure that 
concerted and enlightened action will be taken by all the na- 
tions concerned. 

While the long-run goals of increased agricultural produc- 
tion and adequate nutritional standards should never be lost 
sight of, the Conference was aware that the immediate postwar 
problems are of such an urgent nature that long-run adjust- 
ments might in some cases have to be delayed. In particular, it 
recommended that no restrictions be put on production during 
the immediate postwar period and that prime attention be 
directed toward removing the threat of starvation in large parts 
of the world. Transportation and distribution difficulties would 
be particularly acute during this period. These, however, are 
peculiarly the problems confronting UNRRA, which were 
discussed in the preceding chapter. 

In the long run, the problems of health, nutrition and agri- 
cultural production must be attacked from several sides. Im- 
proved health facilities, education and provision for more 
adequate housing for the rural population are important aspects. 
An overwhelming portion of the world suffers from malnutri- 
tion. Even in the so-called rich countries of the world a con- 
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siderable portion of the population is ill fed and has insufficient 
income to buy an adequate and healthful diet. As a first and 
important step in remedying this situation the Conference 
recommended adequate nutritional measures for the peculiarly 
vulnerable groups including pregnant and nursing women, 
children, adolescents and low-income sections of the popula- 
tion. 

Simultaneously with these measures important steps must 
be taken looking toward a more efficient and stable agricultural 
production. This involves in many countries diversification, of 
production, the undertaking of large agricultural improvement 
projects, the development of natural resources, and improve- 
ments in the processing, distribution and marketing of agri- 
cultural products. 

In many cases the great poverty prevailing among the agri- 
cultural population is a consequence of overpopulation and in- 
efficient production methods. Here diversification will help, 
supplemented by measures to provide better health and educa- 
tion for the agricultural population. Overpopulation calls 
basically for measures to control excessive rates of increase, in 
addition, much can be done by greater diversification of the 
economy and by finding opportunities for the industrial em- 
ployment of excess farm populations. 

The Conference set up several working committees which 
considered the broad problems of food and agriculture. The 
topics assigned to them were; Consumption Levels and Re- 
quirements, Expansion of Production and Adaptation to Con- 
sumption Needs, Facilitation and Improvement of Distribution, 
and Recommendations for Continuing and Carrying Forward 
the Work of the Conference. On the basis of the reports made 
by the technical sections, several recommendations and reso- 
lutions were adopted looking toward a solution of the agri- 
cultural and food problems facing the world both in the im- 
mediate postwar period and in the coming decades. An Interim 
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Commission was entrusted with the task of working out a plan 
for establishing a permanent organization. 

In its first report of August, 1944, the Interim Commission 
presented a draft of the Constitution of the Food and Agri- 
culture Organization of the United Nations to be submitted 
to the members of the Conference. The Constitution will be- 
come effective upon acceptance by 20 members. 

The Constitution provides for a general Conference as the 
main organ of the new agency. The Conference will meet at 
least once a year and determine the policy of the Organization 
and agree by a two-thirds majority to discharge any additional 
functions consistent with the purposes of the Organization. 
Each member nation will be represented by one member. 

The Conference will appoint an Executive Committee of 9 
to 1 5 persons empowered to act in the intervals between the 
meetings of the Conference. 

The current work of the Organization will be carried on by 
a Director-General, who will be the responsible head of the 
Organization, and an international staff with technical com- 
petence in the various branches of the work. 

The international character of the Organization is stressed by 
absolving the staff from any responsibility that is not of an 
exclusively international character and that is not based on 
instructions of the Organization, Diplomatic privileges and 
immunities will be accorded to the Director-General and 
members of his staff. 

Provision is made for close co-operation and agreements 
where it appears desirable between the Organization and other 
public international organizations with related 'responsibilities. 
When a general international organization for world security' 
is set up, the Food and Agriculture Organization would be tied 
in, charged with responsibility in the special field of nutrition 
and agriculture. 

The purposes of the Organization are stated in the Preamble 
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of the Constitution. The member nations agree to take action 
either separately or collectively to promote the common wel- 
fare and contribute toward an expanding world economy by 
raising levels of nutrition and standards of living of the people 
under their respective jurisdictions, by improving the efficiency 
of the production and distribution of all food and agricultural 
products, and by bettering the conditions of their rural popula- 
tions. 

The Conference at Hot Springs recognized that effective 
action taken by the states .individually is the most important 
means of achieving the proposed goals, and several recom- 
mendations are directed to the states to that effect, in carrying 
out these recommendations, however, the states would be 
greatly benefited by an international organization which would 
be ready to give advice and assistance and be the instrument for 
co-ordinated and joint action by the states, whenever that 
proved necessary or desirable. 

Article I of the Constitution describes the functions of the 
Organization. One important function will be the collection, 
analysis, interpretation and dissemination of information relat- 
ing to nutrition, food and agriculture. Second, the Organization 
is charged with the task of promoting and recommending 
national and international action with respect to scientific, 
technological, social and economic research in these fields, the 
improvement of education and administration, and the spread 
of public knowledge of nutritional and agricultural science and 
practice. Third, it will be concerned with practical problems 
relating to the conservation of natural resources, the adoption 
of improved methods of agricultural production, the process- 
ing, marketing and distributing of products, provision of 
adequate national and international agricultural credit, and 
policies with respect to agricultural commodity arrangements. 
The Organization will be prepared to furnish technical assist- 
ance to governments upon request, and to organize in co- 
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operation with the governments concerned missions to assist 
them in carrying out the recommendations of the Conference. 
The member nations, in turn, are requested to report periodi- 
cally to the Organization on the progress made toward achiev- 
ing the purposes set forth in the Preamble and on action taken 
on the basis of recommendations made by the Conference. 

In addition to its own research and interpretation of data, the 
Organization will initiate and stimulate research throughout 
the world. The Organization will also function as a clearing 
agency of the various research agencies, co-ordinating their 
projects and procedures wherever possible. In many cases it 
will be merely a question of using more effectively such infor- 
mation and knowledge as is already available, adapting it to 
changing conditions or to particular situations. 

The necessary research will cover a wide range of subjects 
in the field of the natural sciences, of technology, such as irri- 
gation, drainage and other conservation measures, the economic 
aspects of agriculture and study of social factors such as the 
distribution of population between agriculture and industry, 
^population movements, land tenure, food habits, rural housing 
and sanitation, rural schools and rural electrification. 

^ An important field of investigation for the Organization will 
be the dissemination of the information and the promotion of 
education in fields relating to the Organization’s work. Various 
types of publications issued by the Organization will serve this 
purpose, together with the promotion of wider circulation of 
established publications in these fields. The Organization will 
also advise and assist governments and educational institutions 
in planning courses and research. 

The Organization will make recommendations to member 
countries. Such recommendations may call for the co-operative 
action' of several members, and it is particularly in these cases 
that the Organization can perform useful work. These recom- 
mendations may range in form from formal agreements to be 
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ratified by a large number of nations to resolutions embodying 
proposals for separate action. 

The Organization may provide assistance to governments in 
working out programs for raising the nutritional level of the 
population, diversifying production, enlarging foreign markets, 
and in presenting the case for loans from international credit 
agencies such as the International Bank for Reconstruction and 
Development. 

. The work of the Organization will not be confined to agri- 
cultural food products. It will also include fisheries, forestry 
arid nonfood agricultural products. Fisheries make up a con- 
siderable part of the world’s food supply and will be par- 
ticularly important in the immediate postwar years. In many 
countries forestry products supplement other farm products. 
Forestry problems are of such a nature that it is particularly 
important to consider them in world terms. Action on an inter- 
national scale will need to be taken to prevent waste and 
uneconomical use of the forest resources of the world. 

Nonfood agricultural products are an important part of the 
world’s agricultural production. Some of them are necessities 
of life, others contribute significantly to human health and 
well-being. In several countries these products contribute the 
most important part of agricultural production and agricultural 
exports. Consumption of many of these commodities is par- 
ticularly dependent upon fluctuations in general prosperity. It 
will be part of the task of the Organization not only to develop 
and secure more complete information on the consumption and 
effective demand for these products in different countries but 
also to help broaden their uses. 

The International Bank for Reconstruction and Develop- 
ment can play an important role in making available adequate 
funds for agricultural projects. The Food and Agriculture 
Organization can offer expert advice and make recommenda- 
tions to the Bank in that field. International agricultural 
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credit can make an important contribution to the stability and 
expansion of the world economy. Investments of this type are 
likely to yield quicker returns than in many other fields. Agri- 
cultural credit in this connection must be interpreted in a broad 
sense to include not only its traditional forms, such as credit 
for land reclamation, irrigation, marketing facilities, but also 
credit for adjustments in other parts of the economy in the 
interest of agricultural diversification and reorientation. 

More productive and efficient agriculture and more adequate 
nutrition are in themselves an. important step in providing 
economic stability and an expanding world economy. But the 
Food Conference in its reports and recommendations has 
constantly stressed the fact that in order to carry out ade- 
quately the measures that have been mentioned, it is necessary 
to insure a favorable general economic environment. Only in 
an expanding world economy of full employment is there any 
likelihood that agricultural policies can become fully effective. 
The measures in the field of agriculture have therefore to be co- 
ordinated with other measures directed toward expansion. Full 
employment and rising productivity in the urban communities 
are essential to provide the necessary purchasing power to 
insure adequate markets for agriculture. And improved living 
standards for the rural population, achieved through greater 
efficiency, better education, health and nutrition, can in turn 
contribute much to general economic stability and expansion. 
On this basis world trade would prosper and a wider distribu- 
tion of agricultural products could be achieved. This involves a 
considerable measure of interdependence and this can only be 
safeguarded by an adequate international security organization. 



CHAPTER XII 


International Commodity Agreements 
and Buffer Stocks 


Considerable attention has recently been directed to the future 
of international cartels and other business combines. In this 
connection it is important to consider the role and function of 
international commodity agreements. Some industrial cartels 
should certainly be suppressed, while others should be con- 
trolled . 1 And international commodity arrangements* in so far 
as they may prove necessary to meet urgent problems, should 
be managed so as tp promote social, and not antisocial, ends. 

Since agriculture is the major field in which these arrange- 
ments are most likely to play a role, this chapter will deal with 
agricultural commodities, although some of the considerations 
and findings are relevant also for other raw-materiai agree- 
ments. 

Agricultural Maladjustments 

In many respects agricultural commodities present problems 
of their own. Agricultural production is exposed to seasonal 
changes and weather hazards. Bumper crops or droughts may 
cause sharp short-run fluctuations of prices. Such cases present 
no problem of serious long-run maladjustments but only of 
temporary distress. Cyclical fluctuations of income and em- 
ployment have international repercussions and are likely to 

1 See Chapter XXI, “Monopoly and International Cartels,” In this book. 
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weigh with particular force on the position of primary- 
producing countries. Finally, serious structural changes in the 
supply and demand for agricultural products have occurred on 
a large scale. These maladjustments are often of international 
scope and cannot be dealt with effectively by the independent 
action of individual countries. 

Governmental action, national and international, could be 
directed toward smoothing out fluctuations, softening their 
impact both on producers and consumers and bringing about 
greater stability in market conditions. While the desirability 
of action along those lines is generally conceded, there is dis- 
agreement as to the nature and scope of international arrange- 
ments. In addition, doubts have been expressed whether such 
arrangements can deal effectively with some of the deeper- 
lying causes of these maladjustments, and whether the dangers 
and abuses to which they are open are not likely to preserve and 
worsen, instead of correcting, the situation that called for 
governmental action. 

Views of the Hot Springs Conference 

The Hot Springs Conference on Food and Agriculture 
devoted considerable attention to the question of international 
commodity arrangements. The Conference was concerned 
with a better distribution of agricultural products on an inter- 
national scale in order to promote increased food consumption 
and more adequate nutrition. It recognized that international 
commodity arrangements may play a useful part in the world 
economy but suggested further study to determine the precise 
form that such arrangements should take and the extent to 
which regulation of production may be needed. 

In its first report, the Interim Commission on Food and Agri- 
culture stressed the important role of such arrangements for 
co-ordinating and adjusting conflicts in the price and marketing 
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policies of various nations. Such arrangements, it was thought, 
might mitigate fluctuations in prices and help to maintain 
adequate supplies to consumers at all times, while securing ex- 
panding markets to producers and promoting desirable adjust- 
ments in agricultural production. 

In line with the findings and recommendations of the Hot 
Springs Conference, the Interim Commission recommended 
that a special international conference meet at an early date to 
consider and agree upon a body of principles that would be 
applicable to all international commodity arrangements. The 
Conference should establish an international authority or 
agency which would review the application of these principles 
to individual agreements and supervise their administration. 
The agency would be in charge of arrangements with regard to 
both agricultural and nonagricultural products. Since the 
broad aims of agricultural arrangements are related to its 
general goals the Food and Agriculture Organization should 
participate in this international agency. In my own writings I 
have urged the establishment of such an agency under the title 
International Commodity Corporation . 2 

Opposing Viewpoints 

'The discussion at the Food and Agriculture Conference dis- 
closed differences of opinion with regard to the proper scope 
and function of commodity agreements. Two views gained 
considerable attention. The British delegation strongly favored 
agreements for accumulating and holding buffer stocks of the 
most important agricultural commodities. According to their 
view such arrangements would stabilize the market for in- 
dividual commodities, not by imposing export and production 
quotas but by setting a price in advance at which production 

2 See my article on “World Institutions for Stability and Expansion,” For- 
eign Affairs, January, 1944* 
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and consumption could be equalized. An international body 
would be ready to purchase any excess production that might 
occur in one year and would dispose of such stocks in years of 
scarcity. Thus demand and supply would be equalized, not 
annually but over a number of years. Such an agency would 
also endeavor to maintain an adequate reserve of commodities 
at all times. Price adjustments would be made to bring pro- 
duction and consumption into balance . 3 

Such arrangements would not aim at maintaining fixed prices 
but would seek to eliminate deviations from the long-term 
trend. According to this view quantitative controls should be 
used only in exceptional cases since they tend to keep produc- 
tion at a low level in order to insure abnormally high prices. 

To meet short-run fluctuations, quantitative controls are un- 
necessary since such temporary maladjustments could be met 
by buffer stocks. In the case of long-term disequilibrium, 
quantitative controls may appear to be necessary but they may 
endanger the perpetuation of the status quo. In those cases in 
which quantitative controls may need to be adopted, they 
should be devised so as to guard against restrictive tendencies 
and to hasten the process of long-run adjustment. 

Against this opinion it was maintained that buffer stock 
arrangements without production control are not adequate. If 
quantitative controls have been open to objections in the past 
this, it was urged, was mainly due to the fact that they were 
established at the bottom of the depression when the position 
of the co-operating countries was already desperate. Accord- 
ingly, the arrangements were almost of necessity of a severely 
restrictive type. Attention in the future should be concentrated 
on increasing production by pursuing expansionist policies and 
capturing new markets. Efforts in this direction would be 
facilitated by adequate consumer representation. 

■ * Far a mart detailed discussion of these problems see JL D. Black and 
$. S. Tsou* ‘International Commodity Arrangements,” Quarterly Journal 
of Economics, August, 1944. 



COMMODITY AGREEMENTS AND BUFFER STOCKS 1*9 


Existing Commodity Agreements 

In view of the wide range of opinion and the complexity of 
the problems involved, it may be desirable to review briefly the 
nature of agricultural commodity agreements existing at the 
present time. 

The most important and elaborate is the wheat agreement 
entered into in June, 1942. It supersedes the one established in 
1933 between nine wheat-exporting countries and twelve im- 
porting countries. The members of the present agreement are 
the big exporters, the United States, Canada, Australia and 
Argentina, and one importing country, the United Kingdom. 

After taking into account the exports of the nonparticipating 
nations it was agreed to divide the export market by allocating 
to each member a certain quota of the total. In addition to 
quotas for current exports the countries agreed also to hold 
reserve stocks at the end of each crop year which should not 
fall below certain minima or exceed certain maximum limits 
set for each country. Each member country agreed to adopt 
measures to insure that the production in its territory shall not 
exceed the quantity needed for domestic requirements, the 
basic export quotas and the maximum reserve stocks. Surpluses 
must be disposed of within the country. 

Each August a basic minimum and maximum price is to be 
established for one year and sales must take place within that 
range. The criteria that determine the price range are stated 
rather vaguely. The prices should provide for a reasonable re- 
muneration to producers in exporting countries, should be fair 
to consumers in importing countries and, after making appro- 
priate allowance for exchange and transportation costs, should 
stand in a reasonable relationship to the prices of other com- 
modities. 

All five countries agreed to contribute a pool of 100 million 
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bushels without compensation for relief of war-stricken 
countries and other areas in need. Furthermore the contracting 
governments agreed to take steps leading to a wider consump- 
tion of wheat in importing countries by lowering tariffs on the 
products those countries must export. The present agreement 
remains in force until two years after the end of the war with 
Japan or until a new agreement is set up. 

The Inter- American Coffee Agreement signed in 1940 pro- 
vides for the- division of the United States’ import quota among 
the South and Central American countries and allocates exports 
to other countries. The structure of the agreement is deter- 
mined by the presence of one big importing country, the 
United States, and one big exporting country, Brazil. No price 
provisions are included in the agreement. In some - cases rigid 
production controls have been instituted. At the present time 
the United States’ price is fixed by OPA price regulation but is 
expected to rise as soon as the ceiling prices are removed. 

The Sugar Agreement of 1937 includes both the principal 
exporting countries and important importing countries. The 
purpose of the agreement was to establish export quotas and 
limitations as to stocks for the exporting countries. The im- 
porting countries in turn agreed not to use artificial measures 
to expand their own sugar production. This would give ex- 
porting countries the benefit of any increases in demand. 

This agreement in operation encountered serious obstacles. 
The main problem relates to the competition between the low- 
cost cane-sugar-producing countries and the artificially sup- 
ported higher cost beet-sugar production of the importing 
countries. The agreement has not been very effective in its 
attempts to control total production. 

Another agricultural commodity agreement in force at the 
present time is the beef agreement between the United King- 
dom, the most important beef-importing country, and its 
suppliers. Its purpose is to stabilize imports and keep prices 
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steady. The total imports into the United Kingdom are divided 
between the member exporting countries. 

Difficulties and Abuses 

These experiences show clearly the difficulties and abuses to 
which commodity agreements are exposed. The price is usually 
fixed under the influence of the producing groups and is 
therefore likely to be established at a higher level than the long- 
term market situation would warrant. 

The establishment of export quotas aims to prevent ruinous 
competition between the exporting countries, but the produc- 
tion control is often ineffective. When attempts to reduce pro- 
duction are made on an international or national scale, the 
cutback usually takes place on a historical basis, allowing each 
producer a percentage of his past production in the base year. 
Such an approach is undesirable because it takes no account of 
change. Inefficient production is maintained. 

Despite these drawbacks international commodity arrange- 
ments may perform a useful function. Their role in the postwar 
period will depend largely upon the general economic and 
political conditions that will prevail and upon the measures that 
governments will be prepared to take to remove or minimize 
their objectionable features. Commodity agreements cannot be 
the answer to fundamental maladjustments. But they can play 
an important role while energetic action is taken to remove 
basic maladjustments. 

Several suggestions have been made to strengthen the useful- 
ness of commodity agreements in the postwar period. Prices 
should be set in such a way as to bring production and con- 
sumption into balance. In those cases where producing groups 
may be in need of support, supplementary income payments 
should be coupled with inducements to make production 
adjustments that promote efficiency. 

s 
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Expansionist economic policies pursued by the major 
countries would provide the best atmosphere in which adjust- 
ments could be made. Indeed, if high levels of income and em- 
ployment can be maintained, ihe need for the adjustment of 
agricultural production would be greatly reduced since the 
demand for agricultural commodities rises with increasing 
national income. Expansionist policies would also broaden the 
international markets of the agricultural importing countries. 
Accordingly, they would be able to shift out of high-cost agri- 
cultural production to more productive occupations. Economic 
expansion and rising living standards would promote a freer 
international commodity flow. 

If adequate measures are taken to achieve full employment 
and high levels of world trade, commodity agreements can 
serve constructive ends. They could become useful instruments 
to achieve international stability by facilitating needed struc- 
tural adjustments, by promoting a wider distribution of 
products, by discovering new production outlets and by meas- 
ures to minimize short-term price instability. 

International Commodity Corporation 

To integrate the stabilization and adjustment programs of 
separate commodity agreements it would be desirable to set up, 
as we have noted above, an International Commodity Corpora- 
tion designed to buy, store and sell international raw materials 
and to act as a buffer in the raw-material market. In the event 
that a deflation of raw-material prices were impending, the 
Corporation should make large purchases of storable raw 
materials. It would permit the free play of market-price forces 
within upper and lower price ranges for each commodity. Buy- 
ing operations would be indicated as soon as the price pierced 
the lower limit, and selling operations as soon as it rose above 
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the upper limit. These upper and lower limits should be the 
subject, of continuous study by the Corporation and should be 
adjusted from time to time according to fundamental trends of 
demand and supply. An important part of the Corporation’s 
function would be to search for new uses for basic raw materials 
and to co-operate with the various national governments to 
facilitate the movement of resources out of submarginal areas 
in an effort to adjust supply to long-run changes in demand 
Such a corporation or agency would be acceptable only if 
it constituted a part of a general program of international 
economic co-operation and development. Independently of 
such a program there is danger that the Corporation, together 
with the related specialized commodity arrangements, might 
not give sufficient attention to the expansionist and develop- 
mental aspects without which no solution can be found for the 
basic problem of agricultural adjustment. 


CHAPTER XIII 


The International Labor Organization 


The International Labor Organization has by now had a 
quarter century of useful experience. It has made a notable con- 
tribution to international co-operation in an important area of 
economic life. It is the one official agency through which labor 
and employers participate directly in the making of inter- 
national policy. It held its twenty-sixth session in Philadelphia 
in May, 1944. “ 
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Fundamental Principles of the ILO 

The conference reaffirmed the fundamental principles on 
which the ILO is based. In somewhat abbreviated form they 
are: 

1. Labor is not a commodity. 

2. Freedom of expression and of association are essential to sus- 
tained progress. 

3. The war against want requires concerted international effort in 
which representatives of workers and employees, enjoying equal 
status with those of governments, join in free discussion and 
democratic decision. 

The conference proclaimed that lasting peace can be estab- 
lished only if it is based on social justice. It therefore affirmed 
the right to economic security and equal opportunity for all 
human beings irrespective of race, creed or sex. The conference 
disclosed that it must be a central aim of national and inter- 
national policy to attain conditions necessary for such security 
and equality. 

The ILO recognizes its obligation to promote measures look- 
ing toward the improvement of labor conditions throughout 
the world. This involves, specifically, policies in regard to 
wages and earnings, hours and other conditions of work, in- 
cluding a minimum living wage. It involves the recognition of 
the right of collective bargaining, and the co-operation of 
management and labor in the continuous improvement of pro- 
ductive efficiency. It involves, moreover, the extension of social 
security, adequate protection for the life and health of workers 
in all occupations, a comprehensive program of medical care, 
provisions for child welfare and maternity protection, adequate 
nutrition, housing, and facilities for recreation and culture, and 
the assurance of educational and vocational opportunity. 
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The conference recognized that these things cannot ade- 
quately be accomplished except within the framework of full 
employment and ever increasing productivity. Accordingly, 
the conference urged the importance of fuller and broader 
utilization of the world’s productive resources. It recognized 
that the objectives set forth cannot be achieved without effec- 
tive international and national action, including measures to 
expand production and consumption and to avoid severe eco- 
nomic fluctuations. It recognized that its goals require the 
economic and social advancement of the less developed regions 
of the world and a greater stability in world prices of primary 
products. It called for a high and steady volume of international 
trade and pledged the fullest co-operation of the ILO with 
other bodies entrusted with responsibility for this task. And 
finally it pledged its full co-operation for the promotion of the 
health, education and well-being of all peoples. The conference 
gave to the world a telling slogan which will not soon be for- 
gotten: “Poverty anywhere constitutes a danger to prosperity 
everywhere.” 

The conference recognized that while the principles which it 
affirmed are applicable to all peoples everywhere, the manner 
of their application must be determined with due regard to the 
stage of social and economic development reached in each 
country. Nevertheless, it affirmed the belief that the progressive 
application of these principles to all peoples as rapidly as 
possible is a matter of concern to the whole civilized w r orid. 


Social Policy 

In order to carry out by specific measures the broad objec- 
tives set forth above, the conference set out a number of guides 
for social policy. I shall not enumerate these in detail, but they 
involve among other things the following: 
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1. Income security : Income-security schemes must be 
adopted to relieve want and destitution. Income security should 
be organized as far as possible on the basis of compulsory social 
security. Provision for needs not covered by social security 
should be made by social assistance to dependent children, 
needy invalids, aged persons and other persons in want. 

2. Contingencies covered: The range of contingencies to be 
covered by social insurance should embrace all contingencies in 
which an insured person is prevented from earning his living. 
These include unemployment, old age, death of the bread- 
winner, employment injuries, disability, sickness and maternity. 
Supplements for the first two children should be added to all 
benefits for loss of earnings, and provision for further children 
should be made by means of children’s allowances. 

3. Social assistance: Society should co-operate with parents 
through general measures of assistance designed to secure the 
well-being of dependent children. Invalids, aged persons and 
widows not receiving social-insurance benefits, and whose in- 
comes do not exceed a prescribed level, should be entitled to 
special maintenance allowances. Allowances should, moreover, 
be provided for all persons who are in want. 

4. Public health: The conference report devoted a great deal 
of space to medical care. Medical or health centers should be 
established where the population and number of beneficiaries 
justify a program to care for the health of the area. Areas with 
scattered populations and remote from towns or cities should 
be provided with traveling clinics in motor vans or aircraft 
equipped to furnish first aid, dental treatment, general examina- 
tions, and maternal and infant health services. 

Employment in the Transition from War to Peace 

The conference adopted recommendations dealing with em- 
ployment in the transition period. These included measures 
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with respect to the collection of information about the probable 
demand for workers in the main industries and occupations 
under conditions of full employment, the educational and occu- 
pational background of workers, the demobilization of the 
armed forces, industrial reconversion, vocational guidance, re- 
training programs, geographical mobility, the employment of 
young workers, the employment of women, the employment 
of disabled workers, the regularization of employment in par- 
ticular industries, the employment service, and the planning of 
public works in the transition so as to assure the prompt and 
orderly use of human and natural resources. 

With respect to immediate postwar policies, the conference 
took note of the need of an orderly and efficient demobilization 
program, the adoption of fiscal programs to check both infla- 
tion and deflation, the 'maintenance of adequate demand 
through monetary and fiscal measures, and the improvement of 
collective-bargaining procedures. 

Migration Problems 

In the interwar period the ILO was dealing continuously 
with migration problems. At a conference in 1938 of io 
E uropean emigration countries and 8 Latin-American immigra- 
tion countries, the conclusion was reached that a major obstacle 
to orderly and desirable migration was the lack of financial re- 
sources on the part both of the country of emigration and that 
of immigration. In order to help finance orderly and desir- 
able, migration, the ILO decided to establish a Permanent Com- 
mittee on Migration for Settlement. This project, while inter- 
rupted by the war, has not been abandoned. At the Philadelphia 
conference in May, 1944, the Governing Body of the ILO 
decided to change the name of the Committee to Permanent 
Migration Committee so as to broaden the scope to include all 
kinds of migration, not merely migration for settlement in new 
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countries. The ILO plans to convene the Committee as soon as 
circumstances permit. A proposal was, moreover, made for the 
exchange of data between national employment services pro- 
viding migrant labor and displaced persons with the best avail- 
able information concerning employment, opportunities in 
various countries. 

International Policies 

The conference adopted resolutions concerning social pro- 
visions in the peace settlement, international policies relating to 
the repatriation of prisoners and displaced persons, the orderly 
migration of labor, international monetary arrangements, inter- 
national loans, commercial policies, national full-employment 
policies, taxation, monopolistic practices, encouragement of 
private investment, internationally financed developmental 
works, and co-operation in regard to the preparation of plans 
for public works in occupied countries. 

M uch attention was devoted to the problems of the occupied 
countries following their liberation. It was pointed out by a 
representative from France that for these countries “it will not 
be a matter merely of transition from war to a peace economy. 
It will be a matter of real economic and social reconstruction.” 
A resolution was adopted asserting the determination of the 
ILO to assist in rebuilding the social life of these countries 
“according to principles of international solidarity and respect 
for the fundamental spiritual and human values.” 

The conference recommended that member countries shall 
take steps to promote the well-being and development of 
peoples of dependent territories and to encourage the desire on 
their part for social progress. Every effort should be made to 
secure, on an international, regional, national or territorial basis, 
financial and technical assistance in the economic development 
of dependent territories in such a way as to safeguard the in- 
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terests of the peoples living in such areas. All possible steps 
should be taken by appropriate international, regional, national 
and territorial measures to promote improvement in such fields 
as public health, housing, nutrition, education, the welfare of 
children, the status of women, condition of employment, the 
remuneration of wage earners, social security and standards of 
public services. Steps should be taken to assist these peoples in 
the framing and execution of measures of social progress, pref- 
erably through their own elected representatives where 
possible. 


Conclusion 

The International Labor Organization has played a useful, 
role in the last 2 ^ years. Through its research activities and 
publications it has greatly increased our knowledge about: labor 
conditions throughout the world. During the period of its 
existence immense progress has been made in labor legislation, 
in collective bargaining and in social security. The 1LO has 
done much to promote these ends. Being founded upon the 
active collaboration of employer groups and labor groups as 
well as of governments, it is firmly rooted in practical policy. 
Organized as it is, in this tripartite representation, it promotes 
good labor relations between employers and employees, while 
at the same time it works through government when private 
voluntary action proves inadequate. In this manner, public 
policy with respect to matters concerning labor and labor re- 
lations is guided by those whose separate and mutual interests 
are most at stake. 


CHAPTER XIV 


The Economic and Social Council of 
the World Security Organization 


The Dumbarton Oaks Conference (August 21 to October 7, 
1944) proposed the establishment of a general international, 
organization for world security under the title of the United 
Nations. The broad objective of this organization is to main- 
tain the peace of the world. 

The general international organization would include (a) a 
General Assembly, (b) a Security Council, (c) an international 
Court of Justice and (d) an Economic and Social Council. 

The political, military and security aspects of the Dum- 
barton Oaks Conference fall outside the scope of this volume. I 
shall limit myself, therefore, to a discussion of the functions of 
the Economic and Social Council. 

The Economic and Social Council would serve as a link be- 
tween the General Assembly and the various international 
economic organizations (such as those discussed in preceding 
chapters of this book). It would be the means of effecting co- 
ordinated and integrated action between those various agencies. 

The Dumbarton Oaks proposal stresses the need for creating 
conditions of stability and well-being necessary for peaceful 
and friendly relations among nations, This involves the solu- 
tion of international economic, social and other humanitarian 
problems. The responsibility for these problems is vested in the 
General Assembly and, under its authority, in the Economic 
and Social Council. 
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The Economic and Social Council should make recom- 
mendations on its own initiative with respect to international 
economic, social and humanitarian matters. It should receive 
and consider reports from the various international economic 
and other organizations and co-ordinate their activities through 
consultations with, and recommendations to, such agencies. 

It is proposed that the Economic and Social Council set up 
an Economic Commission, a Social Commission, and such other 
commissions as may be required. These commissions should 
consist of a permanent staff of experts which would constitute 
a part of the secretariat of the General Assembly. 

The Economic and Social Council would be expected to 
make arrangements for representatives of the various economic 
and other Organizations to participate in its deliberations and 
in those of the commissions established by it. On the other side, 
the Economic and Social Council may make arrangements to 
participate in the policy making of the various international 
economic institutions through informal contact with their 
governing boards. 

The urgent need of a co-ordinating Economic and Social 
Council is evident from the experience of the interwar period. 
In that period there was virtually no co-operation between 
governments in their efforts to cope with the problems of the 
great depression. Each country seized upon opportunistic 
measures to alleviate the situation. There was no regard for the 
effect of these unilateral policies upon other countries. Often 
the measures used were detrimental to other countries and 
called forth retaliatory action. Thus the unilateral policies pur- 
sued often made matters worse instead of better. There was no 
effort to fight a common foe together. 

We know that depressions are contagious and spread from 
country to country. We also know that if one country attempts 
an expansionist program all alone it is likely to find itself in 
balance of payment difficulties. If it persistently pursues its 
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policy of expansion, it may accordingly be compelled to in- 
sulate its economy from the outside world. This will lead to 
highly restrictive trade and exchange measures which are 
destructive of international trade and international prosperity. 

Accordingly, it is important that countries move along to- 
gether in a co-ordinated manner in their antidepression policies. 
No country, if it expects to remain a good neighbor in the 
family of nations, can go it alone. “If we do not hang together, 
we shall hang separately.” 

The unfortunate consequences of separatist and unilateral 
action in the interwar period need not be repeated. The un- 
happy results then experienced could largely be avoided if co- 
ordinated expansionist policies were undertaken, especially by 
the larger industrial nations. 

All this does not mean that every country must be strait- 
jacketed into a uniform pattern to which all must conform. 
There may be large and important differences in the methods 
employed to attain high levels of income and employment in 
the various countries. What is important is timing and direc- 
tion. If co-ordinated action is taken, then the program of each 
country will be reinforced and strengthened by the general 
expansion occurring elsewhere. Thus international balance can 
be preserved and the prosperity of the world as a whole en- 
couraged and maintained. 

Each of the various economic institutions that I have dis- 
cussed in the preceding chapters is concerned' with special 
phases of international stability, high employment, world pros- 
perity and high living standards. Each constitutes a- part of a 
larger problem. The job of each is interrelated to that of the 
others. 

The functions of the Bank for Reconstruction and Develop- 
ment sustain and reinforce those of the International Monetary 
Fund, and vice versa. The educational and technical work of 
the Food and. Agriculture Organization is basic to the develop- 
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mental activities of the Bank. The activities of the International 
Commodity Corporation affect the balance of payment prob- 
lems confronting the International Monetary Fund. The same 
holds for the International Trade Authority. Thus it: goes on 
and on. The jobs to be done are highly specialized and must be 
performed by specialized agencies. But they are interrelated. 
If each reinforces the other in a co-ordinated attack on infla- 
tion or deflation, in the promotion of high employment and ris- 
ing living standards, and in securing international stability and 
prosperity, the combined effect can be very great. But this re- 
ouires co-ordination. 

1 , 

Ail this implies the need not only for the separate economic 
organizations but also for an over-all Economic and Social 
Council which can view the problem as a whole. The central 
aim and responsibility of such an over-all council should be the 
promotion of high employment and international stability 
throughout the world. The specialized organizations could, 
each in its particular assignment, yet in concerted action, con- 
tribute much toward a high and stable level of world economic 
activity. 

Finally, it should be emphasized that the Economic and So- 
cial Council is not intended to be merely a co-ordinating body. 
It should assume direct responsibility for the initiation and 
carrying through of a program which the general welfare of 
the family of nations may require. The Economic and Social 
Council should assume a vigorous leadership in the formation 
of policies broadly relating to economic, social and other hu- 
manitarian matters in the international sphere. 


PART THREE 


EXPORTS, IMPORTS AND DOMESTIC 
FULL EMPLOY MENT 



CHAPTER XV 


Can the United States Compete in World 
Markets? 


Whenever international problems are under discussion in pub- 
lic forums one question inevitably pops out. How can the 
American exporter hope to compete in the world markets 
against foreign competitors in view of our high wage rates and 
many other adverse factors? 

To this perennial and oft-repeated question, any economist 
who is conversant with the facts of our foreign trade during the 
last quarter century is compelled to give the following com- 
ment. Far f rom being unable to compete in the world markets, 
the fact is that the United States competes altogether too well. 
We are always selling too much in the world markets. This in- 
deed constitutes one of the great world problems. We are al- 
ways selling to foreigners more than they are able to pay for. 
We are unwilling to purchase from foreigners enough to bal- 
ance our trade. Hence the “world shortage of dollars.” Unable 
to obtain payment in dollars, our exporters have time and again 
accumulated balances in foreign countries that 'they cannot 
convert into dollars. To some extent foreigners have made pay- 
ment by shipping us gold. To some extent they have made pay- 
ment by selling us bonds that turned sour. We have, in fact, 
shipped to the outside world in the last quarter century billions 
of dollars for which we have gotten no adequate return. 

This is the record, broadly speaking, of our trade relations 
with the outside world during the last 25 years. There is clearly 
something wrong. But certainly what is wrong is not that we 
axe not able to compete in the markets of the world. We over- 
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sell our product. Indeed it is precisely with respect to those 
products that are most in demand wherever living standards 
rise above a subsistence level that American industry excells, 
American producers with their mass-production techniques 
can undersell any competitor in automobiles, radios, typewrit- 
ers, electric household appliances, washing machines, etc. These 
are just the things that all the world wants. American products 
are demanded everywhere. Indeed, foreigners want them so 
badly that they are always buying more than they can pay for. 
They cannot pay for them in dollars because we do not import 
enough in return. 

Now the fact that we are always selling too much to the out- 
side world is a major cause of world disequilibrium and has been 
for the last quarter century. It is one of the most serious inter- 
national economic problems of our times. If we are to have a 
stable international world, this problem must somehow be 
solved. We cannot solve it by the old techniques. We need new 
policies and new international arrangements. 

Nevertheless, the instinct of the businessman, who is looking 
for more exports, is fundamentally sound. The doctrinaire 
economist has often chided the businessman for his interest in 
exports. The doctrinaire economist has been inclined to say: 
Why not produce for our own people instead of making goods 
for foreigners for which as a nation we are frequently ill paid 
or paid not at all? Indeed, the only way in which we can as a 
nation be paid for our exports is to import. 

The businessman’s viewpoint is sound in the respect that he 
wants to expand his business and to provide more employment 
for his workers. When his workers are employed, they in turn 
can buy more from other American industries. Thus exports do 
tend to increase prosperity, employment and real income. Ex- 
ports do put people to work, raise purchasing power and pro- 
mote business activity. 

The conflict between the practical businessman and the doc- 
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trinaire economist will come op for more thorough and detailed 
discussion later. But at this point I wish to consider some of the 
international aspects of the “export approach” to internal pros- 
perity. The measures frequently advocated to increase the ex- 
ports of our country may have a seriously adverse effect upon 
other countries. Whether this in the final analysis hurts us or 
not depends upon whether the repercussions of our adverse ac- 
tion upon the outside world sooner or later reflect back upon 
ourselves with more or less disastrous consequences. From the 
standpoint of our own self-interest this is the Important ques- 
tion. 

The various measures to achieve internal prosperity by push- 
ing exports have in recent economic literature been labeled 
“beggar my neighbor” policies. This phrase indicates that such 
means to achieve Internal prosperity is won at the expense of 
our neighbors. We make them beggars while enriching our- 
selves. 

One of the means to push exports is subsidy. Innumerable 
proposals have been made in Congress to provide subsidies in 
one way or another for the export of farm products, if more is 
exported, even at a low price, the remaining supply can sell at a 
much higher price in the internal market. The higher Internal 
price in a large domestic market may more than offset the loss, 
on relatively small exports in the foreign markets. 

Another method to stimulate exports is “dumping.” Indus- 
tries with large capacities, unable to develop adequate sales vol- 
ume at home, may dump their surplus products at cutthroat 
competitive prices in foreign markets. Restricted production 
for the home market insures a high internal price. The external 
price, while low, may nevertheless bring a return in excess of 
the small added cost of producing that portion of the product 
which is exported. 

Exchange depreciation Is another device to increase exports. 
If we reduce the foreign-exchange value of the dollar to a point 
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below its true value (the so-called equilibrium rate) exports are 
stimulated. This can quite readily be seen from the following 
illustration. If the true value of the dollar in terms of the Brit- 
ish monetary unit is $4.00, this means that a product selling 
competitively for one pound sterling in England should sim- 
ilarly sell for $4.00 in the United States. Now if we artificially 
depreciate the dollar so that $6.00 can be gotten in the foreign- 
exchange markets for one British pound, what then? Clearly 
the American exporter can still sell his product for one pound 
in the British market for which he now gets $6.00. This gives 
him a great advantage against English competitors. In order to 
push his product in England, he may now choose to sell for 1 6 
shillings instead of as formerly at 20 shillings or one pound. But 
these 16 shillings will bring him at the depreciated dollar-ster- 
ling exchange rate $4.80. At the same time that he is undercut- 
ting his English competitor by 20 per cent, he is nevertheless 
getting, because of the depreciated exchange, $4.80 for his 
product instead of the former price of $4.00. 

All these methods — and there are many others— of artifi- 
cially stimulating exports clearly tend to drive the foreign 
producer out of business. While American exports and Amer- 
ican employment in consequence of such tactics may rise, for- 
eign employment tends to decline. Thus our prosperity is won 
at the expense of foreign producers and foreign workers. While 
curing our unemployment, we intensify theirs. Evidently this 
is not a good-neighbor policy. It is a policy by which we make 
“beggars” of other countries. 

These policies lead to economic warfare. Other nations. do 
not take the beating lying down. They retaliate in-kind. 

Between the two world wars, economic history is replete 
with innumerable examples of the use of these “fighting meth- 
ods 7 ’ and the backfire they have drawn from the injured coun- 
try. It is not a pretty picture, but this is the kind of international 
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world we have been living in. And It is usually not easy to find 
out “who started it.” 

The retaliation usually takes the form in one way or another 
of preventing the guilty country from achieving the exports it 
seeks. This may be done by raising tariffs and choking off im- 
ports from the offending country, or it may be done by “ex- 
change control.” Exchange control means that businessmen 
who wish to import are permitted to obtain only a limited and 
controlled amount of foreign exchange. Thus if a foreign coun- 
try introduces exchange control against the United States, this 
means that its importers can get only a limited supply of “dol- 
lars” with which to pay the American exporter. 

Another device to limit imports is to impose a fixed quantity 
on the amount that may be imported. Once this quota is filled in 
any given year no more can be imported. In this event, if these 
import quotas are directed against the United States, the Amer- 
ican exporter would find his foreign market severely curtailed. 

Thus when economic warfare is resorted to, the weapons that 
are employed are both “offensive” and “defensive.” The “of- 
fensive” weapons are those that act artificially to push out ex- 
ports. The country suffering from the ensuing cutthroat com- 
petition devises “defensive” weapons to ward off these offend- 
ing exports and to prevent them from demoralizing its markets. 
The defending country, in other words, devises fighting weap- 
ons to limit the imports that may enter its borders. 

This unhappy economic strife, as offensive tactics are met 
by retaliation, more and more destroys world trade. 

To reach -a workable international world it is evident that 
economic warfare needs to be supplanted by international col- 
laboration. This means 'that nations must somehow- learn to 
work together collectively to promote in the first instance in- 
ternal prosperity and full employment and in the second in- 
stance such exchange of goods as is required to reach the high- 
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est possible standard of living. International collaboration, cm 
be developed so as to minimize economic warfare and to pro- 
mote full employment, world prosperity and world trade* 


CHAPTER XVI 


Can Lend-Lease Be Continued 

Indefinitely? 


We have seen in the preceding chapter that the policy of push- 
ing exports upon other countries by export subsidy, exchange 
depreciation and similar measures tends to cure unemployment 
in the United States through the internationally immoral proc- 
ess of increasing unemployment in other countries.- Naturally, 
other countries do not sit idly by while we are exporting un- 
employment to them, and, as we have seen, retaliations occur. 
Thus the end effect upon our own country of such a policy is 
likely to prove an unhappy one. Export subsidies may be met by 
countersubsidies, and currency depreciation may be met by 
competitive depreciation. Moreover, exchange control, import 
quotas or tariffs may impede our effort to push exports artifi- 
cially upon other countries. In other words, the “beggar* my 
neighbor” policy, when all the repercussions are taken account 
of, does not work. 

But if this is the case, why not devise other means to stimulate 
exports without the unhappy consequences referred to? Vari- 
ous solutions have been proposed. While certain of these pro- 
posals rarely divulge their inner secret— in other words, rarely 
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label themselves as schemes to make gifts to foreigners— this is, 
in fact, what they are. 

One such proposal, indeed, may be regarded as openly frank 
with respect to its true nature, ft has sometimes been proposed 
that we ought to continue beyond the immediate temporary 
period of relief and rehabilitation a long-range lend-lease pro- 
gram. It is sometimes argued that this is the only truly realistic 
approach; We know it to be a fact that in World War I and in 
the interwar period that followed we exported some $25 billion 
worth of goods which were financed partly by intergovern- 
mental loans and partly by private loans. But in the final anal- 
ysis the intergovernmental war loans were defaulted and a very 
large portion of the private loans suffered the same fate. Thus 
what had been thought to be loans turned out, in fact, to be 
gifts. The gifts came in part from the United States Treasury 
and in part from the pockets of private investors who had 
simply been fooled into thinking they were investing their 
money. 

So far as the war expenditures are concerned, by common 
consent the lend-lease agreement is far superior to the inter- 
governmental war loans of World War I. We learned from 
that unhappy experience that such intergovernmental war 
debts are so disturbing to the world economy that they had 
better not be paid. And there had better be no pretense of pay- 
ment. 

The lend-lease plan was a brilliant way of solving this 
problem. Through lend-lease the war effort, in fact, became a 
co-operative effort in which each ally contributed to its utmost 
ability without attempting the commercial accounting we used 
in World War I with such disastrous consequences. To be sure, 
some settlement of accounts will be made under lend-lease, but 
certainly not in terms of the financial accounting involved in 
the making of regular financial loans. 

Now- it is argued that if, in fact, the United States wishes to 
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export in excess of its imports in order to promote prosperity 
and employment in the United States, why not recognize the 
stark realities in the case and provide an indefinite program of 
lend-lease? If we are unwilling to take goods from foreign 
countries (our own industries being eager to produce almost 
everything that we consume ourselves) and if at the same time 
we want to export, then we had better face the realities and 
recognize things for what they are. We had better, it is said, 
give our goods away. We had better openly play Santa Claus. 

Those who urge this point of view usually admit that it is 
really politically unfeasible. The argument is frequently ad- 
vanced as a means of showing up the paradoxes and absurdities 
in our international position. We want to export but we will 
not permit foreigners to pay us for our exports since we refuse 
to buy goods and services in return. We want to export and we 
wish to pretend that we will get paid, though in fact experience 
shows that payment cannot be made. 

More subtle ways of advancing the same solution have, how- 
ever, been proposed. It has been suggested that as our exports 
exceed our imports, accumulating balances owing to the United 
States should after a certain period be canceled. The American 
exporters would, indeed, be paid immediately upon making the 
export through funds supplied by the Treasury or the Federal 
Reserve System. This is, in effect, what happens when for- 
eigners pay us for excess exports in the form of gold. The gold 
is purchased by the Treasury and thus dollars are made avail- 
able to foreigners with which to pay for the excess American 
exports. To be sure, the Treasury has obtained gold, but buried 
in Fort Knox it is of doubtful real value. It is, of course, true 
that the Treasury can very neatly get out of its own difficulty 
by depositing the gold, or rather gold certificates or gold- 
certificate credits, with the Federal Reserve Banks, thereby re- 
ceiving in return a balance at the Federal Reserve Banks. By so 
doing, the excess of American exports is financed not by the tax- 
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payer but by an extension of Federal Reserve credit. It is, in 
fact, paid for by a multiplication of the money supply. 

It is not to be wondered at that the gold-purchase business, as 
a means of financing excess American exports, looks like hocus- 
pocus to many people. Some would prefer to go straight to the 
heart of the problem and finance excess American exports 
through an expansion of Federal Reserve credit without buying 
the gold and storing it away in Fort Knox. The effect on the 
money and banking system would be precisely the same as in 
the case of the gold purchases. The hocus-pocus is removed and 
we go straight to the problem of satisfying our desire for excess 
exports in the painless manner of expanding Federal Reserve 
credit. 

Those who have suggested this remedy for the solution of 
our dilemma are probably at least halfway joking. The more 
cynical ones are merely getting amusement out of the analysis 
in order to bring discomfort to the ardent supporter of Ameri- 
can export surpluses. But some would urge that the proposal is 
at any rate better than nothing as a solution for mass unemploy- 
ment. If we do not have the wit to solve this problem by sensible 
measures, then useful exports to foreigners, though we get no 
adequate quid pro quo in return, are (so runs the argument) to 
be preferred to pyramid building or to mass unemployment. 

The exchange of goods against gold was referred to above as 
senseless at least for the United States in view of its vast gold 
holdings. It is often said that the gold imports of the thirties 
were utterly useless. But this is, I think, an exaggeration. I shall 
discuss this at some length in the chapter that follows. It can, I 
believe, be shown that we did get some benefits from the gold 
.imports, though from, the world standpoint it was an unhappy 
experience. Moreover, whatever benefits we derived could have 
been had in a more rational manner. But it takes a very sophisti- 
cated country to be truly rational when it comes to money 
matters. 



CHAPTER XVII 


Gold, Exports and Liquidity 


The subject of money continues to be, in the minds of most 
people, a paradox. And now that the United States has accu- 
mulated $21 billion worth of gold and has buried a large stock 
in the vaults of Kentucky, not permitting the public or even 
the banks to hold it, the role played by gold in ©ur modem 
economy is felt — as is quite understandable— to be more para- 
doxical than ever . 1 

The development of deposit banking has enhanced the 
mysticism surrounding money. Bankers, by supplying a 
medium of exchange (demand deposits), based formerly on a 
small metallic reserve but now on a credit obligation of the Fed- 
eral Reserve Banks, appear to have performed a mysterious 
sleight of hand. Even the Federal Reserve Banks no longer hold 
gold— only gold-certificate credits. 

Time was when the role of gold in the money system was 
simple and direct* Then the precious metals formed the chief 
means of payment. But under the development of commercial 
banking, deposit currency, bills of credit and international ex- 
change, the role of gold has become increasingly obscure, diffi- 
cult for the layman to understand and, indeed, open to different 
interpretations by monetary specialists. 

While gold has played an important part in the British mone- 
tary system for over two centuries, the international gold 
standard is not, as is often mistakenly supposed, a hoary institu- 

1 Cf. my article in the Yale Review, June, 1940. 
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tion. Generally adopted in western countries in the 1870’s, it 
had a somewhat checkered career before World War I forced 
a well-nigh general abandonment. Reconstructed on modified 
lines in the’ middle of the 1920’s, it was unable to survive the 
great depression. Country after country, through the decade of 
the 1930’s, abandoned the gold standard, until now virtually 
the whole world outside the United States is on a paper basis 
and even in the United States gold cannot be obtained except 
for industrial uses and for external payments. Yet despite this 
fact, the output of gold increased from 22 million ounces in 
1932 to about 35 million ounces in 1939. 

Already in World War I, an international gold problem was 
created in the form of a “maldistribution of gold.” By reason of 
the Allied demand for goods,' the United States then acquired 
a greatly increased share in the world’s monetary gold. In 1913, 
the United States held 27 per cent of the total monetary gold 
stock; in 1926, 44 per cent; in 1944, 60 per cent. 

From the standpoint of the gold problem, the countries of the 
world may be divided into four groups. First, there are the 
six leading gold-holding countries, the United States, England, 
France, Belgium, Holland and Switzerland. These held, in 
1939, 83 per cent of the world’s gold reserves. Second, there 
are the three enemy countries, Germany, Italy (until recently) 
and japan, largely denuded of their gold reserves. Third, there 
are the 40-odd countries which rely increasingly upon their 
foreign-exchange assets in the large gold-holding countries; 
and fourth, Russia with growing holdings. 

With $21 billion worth of gold, the United States holds at 
present over 60 per cent of the world’s monetary stocks. We 
acquired this vast hoard in the following manner. On January 
1, 1934, just prior to our revaluation of the dollar, our gold 
holdings in terms of old gold dollars amounted to $4 billion. 
The revaluation added overnight $2.8 billion, bringing the total 
to $6.8 billion. During the six-year period from 1934 t0 *939 
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inclusive, about $ 1 1 billion were purchased at home and abroad 
— $i billion coming from domestic production and the com- 
pulsory return of gold coin, and $10 billion from gold imports. 
From 1939 to 1942 another $5 billion came in. Since 1942 we 
have lost about $1.7 billion in gold exports, leaving us currently 
(1945) with $21 billion. 

Of the $16 billion gold inflow from 1934 to 1942, $6 billion 
may be attributable to an export surplus (of which surplus 60 
per cent occurred after the outbreak of war in 1939), while 
the remaining $10 billion are attributable either to recorded 
capital inflow or to unidentified transactions. 

What do our vast gold holdings mean for the American 
economy? Have we accumulated a great stock of metal that is 
about to become worthless? Does this accumulation spell in- 
evitable inflation? What is going to come out of the new gold 
situation? Has the purchase of gold by the United States 
Treasury constituted a serious burden and a heavy cost? Stand- 
ing ready to buy gold at $3 5 an ounce, is the United States act- 
ing the part of Santa Claus to those countries that either pro- 
duce gold in large volume or own large stocks of gold? And if 
this is not true, is the United States, on the contrary, a bull in 
the international china shop, wrecking the world’s monetary 
system? — or, to change the figure, a gigantic leech, sucking the 
lifeblood out of foreign countries? Some critics appear to find 
it difficult to make up their minds whether to regard the United 
States as an extravagant international benefactor or as an inter- 
national villain. 

Clearly, the world is undergoing a major revolution in its 
monetary system. The spectacular monetary events of the last 
quarter century, and those currently happening, have changed 
and are changing drastically the role of gold. These events fall 
logically into three periods: first, the years from 1913 to 1926; 
second, the nearly equal interval from 1926 to the Munich 
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crisis in 1938; and, finally, the momentous times since that 
crisis. 

It might be asked why I have taken the year 1926 as the end 
of the first period and the beginning of the second. This is be- 
cause the European currencies, which had been on a fluctuating 
basis during World War I, had by 1926 again become stabi- 
lized. Country after country had returned to gold on a fixed 
basis. Though France did not formally return to gold until 
1928, she had stabilized on a de facto basis two years earlier. 
Thus the year 1926 marks the end of the vagaries of World 
War I currencies and the beginning of the new period of stabili- 
zation. 

Let us consider in particular the developments, in these 
periods, in the six leading gold-holding countries— the United 
States, England, France, Belgium, Holland and Switzerland. 
During that time, these six countries together accumulated an 
ever increasing proportion of the world’s monetary gold. In 
1913 they held 47 per cent of the world’s gold; in 1926, 64 per 
cent; in 1938, 78 per cent; and in 1939, $3 P er cent * * r should be 
noted that the agricultural countries have learned to rely in- 
creasingly on their foreign-exchange holdings in these leading 
financial countries, and relatively less on their own gold hold- 
ings. Russia is included in these calculations. 

In the period from 1913 to 1926, a moderate but not drastic 
shift occurred in the relative gold holdings of the United States 
compared with the other five countries. In 1913 the United 
States held 27 per cent of the world’s monetary gold, while the 
other five large gold-holding' countries held 20 per cent. In 
1926 the United States held 44 per cent, while the five countries 
held 19 per cent. Thus the impact of World War I had caused a 
shift of holdings from the five countries, and notably France, to 
the United States. 

It was argued by some authorities (and not without consider- 
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able justification) that the increase in the American gold hold- 
ings in this period, from 1913 to 1926, represented on the 
monetary side a more or less parallel development with the 
greatly increased role of the United States in the world 
economy. While I do not think it is possible to argue that there 
were no abnormalities in the relative holdings of the six 
countries in 1926, it is, I think, nevertheless true that the dis- 
tribution among these six countries was then not seriously out 
of balance. It is, therefore, of special interest to observe the 
relative change in the gold holdings of these six countries in 
the next period, from 1926 until the Munich crisis. 

A striking fact, and one that has not, I think, been generally 
recognized, is that in this period the five major European gold- 
holding countries together increased their gold holdings more 
rapidly than did the United States. From 1926 to 1938, the 
American gold holdings increased by 100 per cent, while the 
gold holdings of the other five countries increased 190 per cent. 
This statement I am sure will come as a surprise to most people. 
It is, however, a fact that from 1926 to the time of the Munich 
crisis the American percentage of increase in gold holdings was 
materially smaller than the increase of the gold holdings of 
England, France, Belgium, Holland and Switzerland combined. 
Roughly, the American holdings had approximately doubled, 
while the holdings of the five European countries had nearly 
tripled in this 12-year period. These figures give us, of course, 
a picture of the situation only at the beginning and at the end 
of the period between 1926 and 1938. 

If, however, we look into the interval between these dates, 
we see that important shifts occurred in the relative holdings 
of the six countries. First, there was the prodigious increase 
in the French gold holdings from 1926 to 1932, with a sub- 
sequent decline from 1934 on. Second, there was an enormous 
increase in the gold holdings of Britain from 1933 to the time 
of the Munich crisis. France made a great gain in her holdings 
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in the first half of the period and lost, relative to the other five 
countries, in the last half. Britain, on the other hand, lost 
relatively in the first half and gained with extraordinary ra- 
pidity in the last half. The United States lost moderately in 
the first half of the period, relative to the other five countries, 
and gained rapidly, though less rapidly than Britain, in the last 
half. But disregarding the shifts within the interval in question, 
at the end — the time of the Munich crisis — our own gold stocks 

o 

were twice our holdings in 1926; France also owned twice the 
amount she had held in 1926; English holdings were 34 times 
greater than in 1926; Belgian holdings, 3.6 times greater; Dutch 
holdings, 3.6 times greater; Swiss holdings, 4.5 times greater. 

The Munich crisis marked a sharp turning point in the inter- 
national gold situation. In March, 1938, the five European 
countries combined held gold stocks at the record high level of 
nearly $9 billion. After that crisis, their holdings declined; 
while the American holdings rose from $13.1 billion in August, 
1938, to $16.6 billion in August, 1939, and to nearly $22.7 
billion in 1942. This accelerated concentration was not the re- 
sult of monetary or gold policy; it was a consequence of the 
war. 

We must not, however, lose sight of the fact that the rela- 
tively larger holdings of the five European countries at the time 
of the Munich crisis as compared with 1926 can largely be 
accounted for by the enormous gains in the holdings of France, 
Belgium, Holland and Switzerland in the eight years from 1926 
to 1934. In that interval, the United States absorbed no gold 
whatever. But after January, 1934, the United States began to 
absorb gold and was rapidly catching up with the five European 
countries combined (relative to the 1926 holdings) when the 
Munich crisis broke. 

It is generally admitted that this gold inflow was associated 
mainly with a movement of capital into the United States. It is 
true that from 1934 to 1939 inclusive, $2.2 billion worth of the 
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gold inflow can be accounted for by an excess of merchandise 
and service “exports.” But $1.8 billion worth of this amount 
came in the years 1938 and 1939, years in which our merchan- 
dise balance was greatly affected by our own depression and 
by the European rearmament demand. Thus for the most part 
it was capital, not goods, that offset the gold inflow. 

The plain fact is that in view of the international crisis people 
preferred to hold assets in the United States rather than in for- 
eign countries. Thus capital poured in. The demand for dollars 
created by this capital movement would have appreciated the 
dollar in terms of foreign currencies if gold had not filled the 
gap. Thus the gold movement followed the capital movement. 

In the early part of the period from 1934 to 1939, Americans 
converted foreign assets, acquired after the United States 
abandoned the gold standard in April, 1933, back into dollars. 
The return of American capital accounts for nearly $2 billion 
worth of the total. But more important was the desire of for- 
eigners, mostly European, to acquire American assets. In part, 
this was due to the belief that large capital gains could be made 
in American securities and real estate. Security and real-estate 
values had fallen to unprecedentedly low levels owing to the 
severity of the depression in the United States. Expectation of 
even a moderate recovery induced heavy foreign purchases of 
American securities. The United States appeared then to be a 
bargain counter for European investors. And altogether aside 
from price considerations, the disturbed international situation 
in Europe induced many foreigners to transfer assets to the 
United States. Capital was seeking safety and security. 

It is true that had we refused to take the gold the capital in- 
flow would have forced an appreciation of the dollar. And a 
sharp appreciation of the dollar would certainly have induced a 
severe deflation of our agricultural and raw-material prices and 
caused a serious depressional influence on the American 
economy. With security and property values thereby deflated, 
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some considerable check could have been exerted on further 
capital inflow, but an equilibrium in our balance of payments 
achieved in this manner would have been rather costly. So long 
as the disequilibrium in our balance of payments was caused by 
such quite extraordinary factors as those that account for the 
capital' movements to the United States, it would have been 
folly to rectify the disequilibrium by a sharply deflationary 
monetary policy. Neither the United States nor Britain was 
willing (and I think they were right) to deflate the internal 
economy sufficiently to prevent gold imports. 

Some economists have argued that the gold imports con- 
stituted a heavy burden, a serious cost. All of them, of course, 
admit that the gold imports were not a cost for the Treasury— 
though this is probably not quite understood by the general 
public. When the man in the street reads that the government is 
buying gold, he may naturally think that the government 
thereby incurs an expense that must be covered by loans or by 
taxation. Fie does not always realize that the Treasury merely 
monetizes the gold that comes in. The process is in effect no 
different from the familiar one under the old gold standard. 
Then the Treasury stood ready to coin into dollars any amount 
of gold brought to the mint. Similarly in the recent period, the 
Treasury issued gold certificates (or rather gold-certificate 
credits), against the gold purchases, to the Federal Reserve 
Banks, and with the deposit account thus acquired paid for this 
gold. The importer who had sold the gold to the Treasury re- 
ceived a check which he deposited at his bank, and so demand 
deposits — our chief medium of exchange in modem times— 
were increased. The bank, in turn, deposited this check with 
the Federal Reserve Bank, and so member-bank reserves were 
increased. Thus the imported gold was monetized, and through 
the process of monetization the gold purchases cost the 
Treasury not a cent. 

When some economists say, therefore, that our gold imports 
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constitute a heavy cost, they mean something quite different 
from cost to the Treasury. Such imports constitute a cost, if at 
all, in the sense that a foreigner can use his dollar assets, which 
he has acquired by means of the gold he has sent us, to buy 
American products. If he does, American productive resources 
are used to supply exported goods to foreigners, instead of tO ( 
supply goods to the United States. 

The businessman favors these exports. He receives payment 
in dollars. The wage earner is glad of them because they mean 
a chance to get more work and full-time earnings. He does not 
see anything to worry about. Economists, however, are likely 
to insist that we ought not to export unless we take goods and 
services in exchange that are useful to us and from which we 
can derive real utility. This idea leaves the practical business- 
man cold. He merely welcomes more business. 

In the history of economic thought, the economics of the 
businessman has not infrequently been superior to that of the 
theorist. The economist is usually quite right if you grant his 
assumptions, but often his assumptions are quite unrealistic. In 
this particular case, the economist would be quite right if we 
lived in a world in' which the economic system were always 
operating at full employment. When we have full employment, 
we want more imports, not more exports. But if we have large 
unused productive resources, the instinct of the practical 
businessman who welcomes exports is sound: the real income 
of the people of the United States is increased by an expansion 
of exports. This is true because the increased exports become 
the means through which purchasing power is distributed. In- 
creased employment results in increased purchases of consump- 
tion goods. The domestic consumption-goods industries are 
thereby stimulated. Moreover, the expansion of the export 
industries, together with the consequent stimulus to the 
consumption-goods industries, induces an expansion in the 
capital-goods industries — in plant and equipment. Thus Indus- 
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try in general is stimulated, the real income of the community 
rises and the standard of living is lifted. The economist would 
be quite correct if he could assume full employment without 
the added stimulus of exports. But this assumption is, in fact, 
not valid. The practical businessman is on sound ground- — he is 
realistic. The extra exports are not a real cost, and they do not 
lower our standard of living. They stimulate our economy and 
raise the real income of the country as a whole. 

Thu§ the' superficial statement that we are poorer by $14 
billion by reason of our gold imports is not very realistic. Let 
us, however, make the following assumptions: first, that the 
assets acquired by foreigners through the gold we import from 
them are sold and the dollar balances thus acquired are used to 
buy American exports; second, that these exports occur in a 
period in which full employment would have been achieved 
without the stimulus of the extra exports. Under those con- 
ditions, we should then suffer a real cost, namely, the cost of 
using our labor resources to supply goods to foreigners that we 
might otherwise have consumed ourselves. But we know from 
past history that we do not often have even reasonably full em- 
ployment. And if we did, the real cost of any possible excess 
exports could scarcely ever be more than, say, 2 or 3 per cent of 
our total income. Enjoying full employment, no sector of the 
country is likely to feel any burden. Thus the conclusion with 
respect to cost stands or falls on the validity of the assumption 
made with respect to full employment. 

It will be argued, however, that, in the event that foreigners 
acquire securities and not goods for export, the transfer of 
several billions of dollars’ worth of American income-yielding 
assets to foreigners entails a loss of interest and dividends to 
Americans. If foreigners use the interest and dividend receipts 
from such securities to buy goods, we are then again thrown 
back on the question whether such exports are to be welcomed 
as a stimulus or deprecated as a burden. Again the question must 
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be settled by reference to the amount of unemployment. More- 
over, the withdrawal of interest and dividends (or principal) • 
might wholly or in part, depending on the prevailing conditions 
of our international account, take the form of gold exports or 
at least a reduction of gold imports. 

It might, of course, be argued that instead of exporting to 
foreigners we ought to find other ways of achieving full em- 
ployment. For example, we might develop an adequate program 
of public improvement and development projects. With this I 
wholeheartedly agree. But we know that such a program is not 
always politically feasible to the extent desired. Almost all pro- 
posals to achieve full employment encounter serious obstacles 
in their practical realization. The task is difficult enough at best, 
and it is at any rate minimized by an export surplus. To con- 
tinue such a surplus, paid in gold, is indeed a confession that we 
have failed to solve our domestic problem. We should not be 
satisfied until we have solved it. In the meantime we should 
not confuse our thinking by alarmist assertions about the cost 
of gold imports. 

But do not our vast gold holdings constitute an inflation 
threat? I do not think so. The mere fact that we have large gold 
reserves in no way leaves us with less control over money and 
prices than countries with small gold reserves, or countries like 
Britain operating on a managed-paper basis. If we fail to realize 
that despite our gold reserves we are nevertheless in fact living 
on a managed-currency basis, then we are in real danger. But it 
is reasonable, I think, to hope that no administration could, in 
view of recent monetary developments in theory and practice, 
be so unenlightened as not to realize this fact. 

The gold imports did produce one very beneficial result. It 
produced a' condition of high liquidity in our banking system 
and in the community as a whole. It directly increased (a) the 
money supply (demand deposits) and (b) excess bank reserves. 
Excess reserves, in turn, induced banks to increase their invest- 
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ments which further increased demand deposits. Without this 
liquidity we could not have achieved a low rate of interest. A 
low rate of interest has been important as a means of stimulating 
home building under the F.H.A. and in other investment areas. 
This low rate of interest we are determined to maintain. 

Governor Towers has well stated the case for the main- 
tenance of a low interest rate in the following excerpt taken 
from the 1944 report of the Bank of Canada: 

A policy aimed at higher interest rates would only become Intel- * 
ligible if, after war shortages are over, consumers’ expenditure and 
capital development were to proceed at a rate which 'would over- 
strain our productive capacity. I see no prospect of such a situation 
arising in a^form which would call for a policy of raising interest 
rates. Admittedly, the rate of interest is only one of many factors 
influencing Canada’s economic position, and it is probably not as 
important an instrument of control as was once supposed. It re- 
mains true, however, that the prospect of unstable interest rates 
could make it exceedingly difficult for business to formulate long- 
term plans. Moreover, high borrowing costs would hamper new in- 
vestment in plant, equipment and housing, would restrict the ex- 
pansion of employment, and would seriously complicate the task of 
government financing. There can be little doubt that the easy 
money policy which has been pursued since 1935 assisted in pro- 
moting recovery from the depression and facilitated the adjust- 
ments which have been required during the war period. Indication 
that the Bank intends to continue this easy money policy should 
be helpful in making plans for the future. 

The high liquidity caused by the gold inflow has contributed 
greatly to the financing of the war at low rates of interest. The 
large gold reserves held by the Federal Reserve Banks permitted 
large purchases of government obligations by the System. This, 
in turn, supplied the commercial banks with adequate reserves 
enabling them to finance at low rates the new government issues 
not purchased by the public. While the last war was financed 
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on a 4.5 per cent interest rate, this war is being financed on a 2 
per cent rate. 

It is, of course, true that we could have created ali this 
liquidity both for peace and for war even though we had 
received no gold imports. But would we? Is it at all probable 
that the monetary authorities would have increased Federal 
Reserve credit by $14 billion had there been no gold imports? 
Is it probable that Congress would have lowered the legal 
Reserve ratio to a point that would have permitted such ex- 
pansion? I doubt it. We won the high liquidity and the ensuing 
low interest rate through the happy accident of the gold inflow. 
We were therefore spared the painful process of consciously 
adopting a bold new’ policy. 

Nevertheless, we cannot escape facing the issue of internal 
gold cover for our money supply. The war expansion is steadily 
reducing the Federal Reserve ratio. While the ratio may not 
reach the legal limit at the war’s end, there will be no wide 
margin, if any, to spare. Accordingly, nearly all the gold stock 
of $ 2 1 billion will be tied up as cover for our domestic money 
supply. It will not be free gold available for international pay- 
ments. Despite our vast gold holdings we shall not be able to 
afford any loss of gold. We shall not be able to use our gold to 
settle our accounts should our imports exceed our exports. 

This is obviously a ludicrous situation. Midas has tied himself 
hand and foot so that he can buy nothing with his gold. We 
have made ourselves, unless we liberalize our regulations, per- 
petual gold hoarders by edict of law. I do not think we shall 
prove to be that foolish. We are less bound today by monetary 
and gold prejudices, let us hope, than we were a decade ago. 
While there is no immediate occasion for changing the Federal 
Reserve ratio, it would be wise policy to reduce it at an early 
date to, say, 10 per cent. Such action would free most of our 
gold for international payment if needed, and at. the same time 
give the Board of Governors ample powers to stabilize the long- 
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term rate of interest at approximately its present low level 

At the end of the war we shall hold, say, about $2 1 billion 
worth of gold while the rest of the world will hold about $14 
billion. Foreign holdings will be nearly triple their stock 
of monetary gold in 1926. But this does not necessarily mean 
much. In the meantime output and income have grown enor- 
mously everywhere. More gold is needed to protect the balance 
of payments of many countries. Moreover, the gold is very un- 
evenly distributed. 

Nevertheless, we start off, after the war, with large gold 
holdings not only in the United States but elsewhere. Moreover 
gold production will add about $1.2 billion worth of new gold 
each year. Thus if the United States could achieve a balance in 
its international accounts, thereby stopping further gold in- 
flows into this country, in a single decade the rest of the world 
would hold more gold than the United States. 

It is evident, by the agreement reached at Bretton Woods, 
that there is no thought of demonetizing gold. Gold, as we have 
seen, plays an important part in the International Monetary 
Fund. Countries continue to rely mainly on their gold holdings 
to cushion gaps in their balance of payment positions. The line 
of credit accorded each country in the Fund is regarded merely 
as a supplement. We have not yet reached the point of world 
economic solidarity at which international credit is .regarded as 
sufficiently secure to dispense with gold payments. Until this 
time is reached, gold will continue to play an important role in 
international monetary arrangements. 



CHAPTER XVIII 


International Loans and Investments 


We may take it for granted that we do not wish to continue 
gold imports ad infinitum. How, then, do we solve our dilemma? 
We wish to export more than we import, but how do we get 
paid? Direct gifts, however humanitarian from a broadly cos- 
mopolitan point of view, are politically impossible, and veiled 
or concealed gifts once seen through are amusing but imprac- 
ticable. What about international loans? Must they inevitably 
wind up in default and therefore in unexpected and involuntary 
gifts? Must they of necessity create distortions and dis- 
equilibrium in the international economy? 

These unhappy results did, indeed, in large part prevail with 
respect to the international loans of the interwar period. But 
there are several things that may be said about this episode. 
The foreign loans of the twenties in large part reflected the 
wild speculative temper of the twenties. The middlemen’s 
profits in marketing the bonds to unsuspecting and credulous 
investors were not infrequently the primary purpose of the 
loans. Time and again the loans were made without reference to 
their economic validity in terms of the uses to which the funds 
were to be put. The rate of interest was often exorbitant and 
there were little or no provisions for amortization. If the funds 
were not used for productive purposes the borrower was in no 
position to make good on the debt and, moreover, the exorbitant 
interest rate invited default. The validity of international lend- 
ing ought not to be judged on the basis of this experience. 







INTERNATIONAL LOANS AND INVESTMENTS IJ9 

With respect to the argument that the impact of international 
lending upon the world economy must inevitably cause, dis- 
equilibrium and collapse, again several things need to be said. 
These consequences are not inevitable. For one thing foreign 
. lending ought to be conducted on a stable basis. At the close 
of the twenties the vast flow of foreign lending suddenly 
ceased. Violent fluctuations in capital movements cannot fail 
to have a disrupting international effect. Foreign lending, if it 
is to be safe, must be controlled and managed so as to promote 
international stability; it must not be allowed to cause chaotic 
and violent fluctuations in international accounts. 

Moreover, it should be pointed out that the breakdown of the 
exchanges after 1929 could not be charged to the burden of 
servicing the long-term debt. The breakdown was due to the 
sudden cessation of capital movements and to the rapidly 
cumulating world depression which created unmanageable gaps 
in the balance of payment position of the primary-producing 
and borrowing countries. 

Countries can make good on their debt service charges in a 
stable and prosperous world with an expanding and sustained 
volume of world trade. They cannot do so in one that suffers 
such violent fluctuations as we had in the interwar period. 

International lending and international investment can be 
managed in a way to promote (a) high levels of employment 
and production in the great industrial countries, (b) rising liv- 
ing standards and productivity in the borrowing countries and 
(c) world-wide economic stability. But the effect of foreign 
lending may well be disastrous if we rely upon automatic 
forces. A powerful engine will drive us into the ditch if' we do 
. not keep our hand on the throttle and on the steering wheel. 

There is every reason why a large volume of international 
investment and international lending should be undertaken in 
the next decade or two. From our standpoint international 
lending affords an outlet for our vast volume of savings. In good 
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years our gross savings, including depreciation and other re- 
serves as well as net savings, are around 20 per cent of our na- 
tional income — in other words, at $140 billion national income, 
around $28 billion. It will not be easy to find satisfactory and 
profitable private-investment outlets for this vast volume of 
savings within the territory of the United States. Foreign loans 
and foreign investments can make a contribution to the solu- 
tion of our savings-investment problem. 

On the side of the borrowing countries, they are seriously 
in need of capital. They could, to be sure, as did Russia in the 
interwar period, tighten their belts and lower their consump- 
tion standards in order to squeeze out of a low national income 
funds for capital development. But Russia is a totalitarian state. 
In general, the industrially backward countries with their freer 
economic system would find this process not only grievously 
painful but also politically impossible. Foreign loans would 
greatly ease their problem. 

These countries need capital for the development of rail- 
roads, roads, port facilities, electric power and large-scale agri- 
cultural projects. On the basis of these developmental projects, 
agricultural diversification, improved agricultural techniques 
and industrialization up to a certain point consistent with the re- 
sources of the country become feasible. In this manner the 
productivity, income and purchasing power of these indus- 
trially backward countries can be raised. The increase in in- 
come and purchasing power will, in turn, reflect itself in a 
demand for the products which are most in demand in modern, 
high-standard countries and which the United States is in a 
peculiarly favorable condition to supply. These include auto- 
mobiles, electrical appliances, radios, telephones, typewriters 
and the like. There need be no fear that industrialization of 
these countries would reduce their trade with the United States 
and other countries. The multiplicity and variety of products 
that are demanded as standards of living rise insure a rising 
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volume of trade as these countries advance from lower to higher 
levels of productivity and purchasing power. 

If international loans are undertaken and international in- 
vestments are managed and controlled so as to insure a reason- 
ably stable flow of capital and if the funds are invested in 
productive projects, we need not take a pessimistic view with 
respect to the possibility of repayment. Repayment obviously 
cannot be made if the foreign exchanges are going to be periodi- 
cally disrupted by violent fluctuations in capital movements. 
And particularly they become impossible if the United States 
continues to experience violent booms and depressions. We do 
not know how well we shall Succeed in maintaining economic 
stability and full employment in the United States, but it would 
not be sensible to refrain from a sound program of international 
lending merely because we are not sure how well we shall 
manage our own affairs. "We must undertake reasonable risks. 
If we manage our own affairs reasonably well, if we enter into 
international co-operation on international monetary and fi- 
nancial arrangements, and if the foreign loans are invested in 
productive and useful projects, then it is reasonable to suppose 
that over a long-run period the interest and amortization 
charges can be paid. They will be relatively small in proportion 
to total international transactions and can quite easily be man- 
aged in a reasonably stable and prosperous world. It is only in 
terms of a rounded view of the whole problem— domestic and 
international — that a solution can be found. An integrated 
domestic and international program of expansion and trade 
would create the conditions under which foreign loans can be 
serviced and repaid. 



CHAPTER XIX 


Imports in a Full-Employment Economy 


The classical economist and the practical businessman for ioo 
years have taken completely divergent positions with respect 
to the relative economic importance of exports and imports. 

The classical economist looked upon exports as a necessary 
evil while imports were regarded as highly desirable. Imports, 
he argued, added to our total flow of goods and services and 
increased our standard of consumption. Exports used up valu- 
able productive resources and constituted a social cost. To be 
sure, this cost had to be endured in order to obtain the means 
with which to pay for imports. In a rational world, we export 
because we want imports of raw materials we do not possess or 
goods we cannot cheaply produce. 

The practical businessman, on the other hand, was disposed 
to view imports critically and to favor the highest possible 
volume of exports. Imports competed with domestic industry 
and created unemployment. Exports, on the other hand, pro- 
vided outlets for surplus products without saturating unduly 
the domestic market. Exports were desirable ends in themselves 
and were to be welcomed. 

These conflicting views were never satisfactorily reconciled. 
The practical businessman viewed the economist’s analysis with 
distrust, if jiot, indeed, with contempt, and set him down as 
an impractical dreamer. 

The practical businessman usually gained his point in terms 
of public policy. He was realistic and essentially right in terms 
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of the facts of economic life that daily confronted him. The 
classical economist made his analysis on the assumption, not 
always explicitly stated, of full employment. But this condition 
was rarely fulfilled in a world experiencing, except at periodic 
boom intervals, unemployment and unused resources. The 
classical economist’s emphasis on imports and his disdain of ex- 
ports just did not fit the facts. 

Reliance upon the automatic factors did not produce sus- 
tained- full employment as assumed by the classical economist. 
Modern fiscal policy, including a compensatory tax and ex- 
penditure program, an adequate program of social security, a 
long-range developmental program and other measures such, 
as an expansionist pricing policy, can, it is increasingly believed, 
achieve reasonably well what could not be attained by ex- 
clusive reliance on automatic forces. Thus fiscal policy with its 
emphasis on full employment comes to the support of classical 
doctrine. If full employment can by these means be achieved, 
then the classical analysis with respect to the importance of im- 
ports becomes realistic and for the first time can make an appeal 
to practical men of affairs. 

If we can achieve through a compensatory "and develop- 
mental fiscal program adequate markets for all we are able to 
produce, then we need no longer have any fear of imports. So 
long as imports tend to create unemployment, we cannot ex- 
pect them to be welcomed by businessmen and wage earners 
seeking jobs. When businessmen, however, are confronted 
with good markets for their products and jobs are available to 
all who seek work, then it will be clear to everyone that goods 
imported from abroad are a net gain to our real income and our 
consumption standards. If we have engaged for many decades 
past In international lending and if in consequence we are re- 
ceiving Imports from other countries as payment for the inter- 
est and amortization charges, these imports will In a full- 
employment society be welcomed. Not only can we enjoy the 
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goods and services that we are able to produce at home but in 
addition the excess of imports over exports due us as a creditor 
country. Thus our real income would be raised over and above 
our current production by our capacity to draw on income 
from foreign investments. Here is the realistic reconciliation 
between the classical economist and the practical businessman. 

In a world in which full employment is reasonably well main- 
tained all around we shall be able to come much closer to an 
• optimum international division of labor than we have ever at- 
tained in the past. In such a world it becomes blatantly foolish 
to waste productive resources on products that can be far more 
economically imported from abroad. In a full-employment so- 
ciety it will be much easier to reduce tariff barriers and remove 
quantitative restrictions on imports. In a full-employment soci- 
ety subsidization of exports, whether directly or by currency 
depreciation, will not be tolerated. In a full-employment society 
emphasis will be placed not upon exports but upon imports. 


chapter xx 


The United States’ Stake in the 
Sterling-Blocked Balances 


Two drastic changes have occurred w'hich will affect the post- 
war trade position of the United Kingdom. The first is the less 
of a considerable income from foreign investments and from 
shipping and other services. This will affect its ability to import 
and, accordingly, our export trade to Britain. The second is the 
accumulation of blocked sterling balances by India, the Domin- 
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ions, and other members of the steriing area. This will affect 
our exports to many parts of the empire and to countries closely 
related by economic ties. 

It is evident that the international position of Great Britain 
has deteriorated very seriously under the impact of World 
War II. Great Britain will have changed from the position of a 
creditor country to that of a debtor country. Formerly the 
United Kingdom was able to finance a surplus of imports over 
exports from income earned on foreign investments, shipping 
receipts, and income from insurance arid other services. These 
earnings from all parts of the world will be greatly reduced. 

At the outbreak of the war, British investments in the United 
States amounted to about $2 billion. Prior to the lend-lease 
agreement; Great Britain was compelled to purchase large quan- 
tities from the United States. This was paid for partly by gold 
shipments and partly by the sale of American securities held in 
England. By 1941 about $500 million worth of such securities 
were liquidated. In addition, another $500 million worth of 
securities were placed as collateral with the New York Federal 
Reserve Bank as trustee for a loan to Britain by the Recon- 
struction Finance Corporation. 1 Thus one-half of the dollar 
exchange formerly available from British investments in the 
United States is lost. 

Total British foreign assets in 1939 amounted to about $16 
billion, which in good times earned about $0.8 billion. These 
assets have been heavily deflated in consequence of the war. 
Besides the liquidation of American securities, various parts of 
the empire have repurchased their own securities held in Brit- 
ain, the proceeds being used by the United Kingdom to buy. 
needed commodities and materiel for war. In addition, the 
Dominions and other parts of the empire have accumulated 
large sterling balances in London in exchange for war exports. 

1 C£. Some Factors in Postwar Export Trade with the British Empire , Eco- 
nomic Series No. 39, Bureau of Foreign and Domestic Commerce* September, 
1944. 



1 66 America’s role in the world economy 

By the end of 1944 it is estimated that sterling balances, repre- 
senting short-term indebtedness by Britain mainly to the em- 
pire, amounted to nearly $12 billion. 

Thus England comes out of the war with her foreign assets 
drastically reduced and with short-term debts more than off- 
setting her remaining long-term assets. From a creditor country 
with $16 billion worth of foreign assets earning about $0.8 bil- 
lion income a year, she will emerge from the war a debtor 
country. 

The repatriation of securities held in England, especially by 
India, Canada and South Africa, represents a severe loss of for- 
eign exchange for Britain. But this shift represents a gain in 
the foreign-exchange position of important parts of the empire. 
Since, however, these empire countries now have large accu- 
mulated balances in London, the question arises: How free are 
they, or will they be, to use their foreign-exchange resources 
to buy goods in the United States? Will not the accumulated 
sterling balances, in one way or another, compel or induce 
them to use these balances to pay for goods purchased in 
England? 

The members of the sterling area are required under current 
arrangements to turn over any free foreign exchange that they 
may acquire in trade with other countries to the Foreign Ex- 
change Pool operated by the Bank of England for the British 
Treasury. In return for delivering such exchange to the Pool, 
these countries receive a balance in sterling. Thus the mem- 
bers of the sterling area accumulate sterling balances not only 
from their large war exports to Britain but also from excess 
exports to other countries, notably the United States. These 
blocked sterling balances are held in the form of demand de- 
posits, short-term Treasury bills, and other government secu- 
rities. 

Member countries in the sterling area can trade freely with 
each other within the limits of wartime regulations with respect 
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to allocation of materials, shipping and the like. But countries 
in the sterling area may not import from outside countries 
except by application for an import permit. If the import permit 
is granted, application is made for foreign exchange with which 
to pay for the imports, and this is usually granted automatically. 
Exports to countries outside the sterling area are permitted only 
if payment is made in a foreign currency. This insures that ex- 
ports will contribute to the supply of foreign exchange needed 
for war purchases. If exports do not so contribute, they would 
be regarded as a misuse of manpower at a time when all re- 
sources are needed for the war effort and would therefore 
rightly be prohibited. 

The Indian sterling balances, by far the largest, have arisen 
largely from exports to England and, in part, from dollar ex- 
change resulting from American military expenditures in that 
area. The dollar exchange thus obtained was turned over to 
the Foreign Exchange Pool of the Bank of England in exchange 
for sterling balances. It would be in the interest of the Indian 
government if the dollars arising from military expenditures 
in that area could be earmarked for India’s postwar use. Simi- 
larly, American loans to India, freed from the sterling-pool 
arrangement, would enable India to import goods from this 
country. Until the system of sterling-area control of foreign 
exchange is liberalized, trade between the United States and 
various parts of the empire will necessarily be on a restricted 
basis. 

During the transition period, comprising some years follow- 
ing the end of hostilities, exchange control and other means of 
controlling imports will be continued in greater or less degree. 
If exchange is short, it will have to be used to satisfy the most 
essential needs first. And the sterling-blocked balances will at 
best remain to plague us. Anything approaching multilateral 
trade will not be possible until these short-term debts are 
funded into long-term debts with specific provision for gradual 
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repayment over severai decades. But even so, the only way 
England can pay off these debts is to expand her exports in 
excess of the exports required to balance her normal current 
requirements. This means that the countries having sterling 
balances, if they expect to take payment, will have to buy Brit- 
ish goods in greater volume than they would under the normal 
conditions of multilateral trade. This is the situation confront- 
ing us in our trade relations with the British Empire. 

Part of the sterling-blocked balances may be scaled down by 
lend-lease or mutual-aid agreement between Britain and her 
creditors. This appears to be possible in view of the fact that 
they originated largely in consequence of the war effort. For 
the rest, long-term financing arrangements will likely consti- 
tute an important method of settlement. Such financing ar- 
rangements might well provide for a further reduction in the 
debt in exchange for long-term interest rates somewhat higher 
than the very low rates now paid on the current balances. Thus 
in one way or another, it may be expected that the debt would 
be substantially reduced. 

The replacement of the current short-term debt by a long- 
term debt would permit a gradual repayment over a long 
period, perhaps 40 or 50 years. While this would greatly mini- 
mize the problem, there would nevertheless remain from such 
a settlement a considerable influence upon the future direction 
and distribution of world trade. 

Not all of the sterling balances can be regarded as abnormal. 
The empire countries usually hold large sterling balances partly 
as reserve for their internal currency circulation and partly as 
ordinary working balances for current trade. Prior to the w r ar, 
tiie central banks throughout the empire held around $1 billion 
in the form of sterling balances for monetary reserves and for 
working trade balances. At the end of the war they are likely 
to hold much larger reserves. Thus in a free-exchange market, 
a not inconsiderable part of the sterling balances will be de- 
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sired for monetary reserves and working trade balances. This 
minimizes in some measure the problem. 

The suggestion has been made that the sterling balance might 
be funded into a long-term debt and sold to the United States. 
While this would permit an early freeing of sterling exchange 
(as would, also, the funding arrangement with her present 
creditors as discussed above) the solution is far from a happy 
one. It is not easy to see how international equilibrium is im- 
proved by transforming Britain’s debt to the empire into one 
to the United States. After the last war we became a long-term 
creditor of England and the result was very unhappy indeed. 
We are not likely to wish to repeat this experience. The im- 
mediate effect of such a long-term debt would be to create a 
heavy demand for dollars in order to service the amortization 
and interest charges. But there is already likely to be a shortage 
of dollars. It would seem wiser for Britain to fund the debt to 
her present creditors and for the United States to contribute in 
other ways to a solution along lines that will serve our own 
long-run interests and at the same time promote world-wide 
trade. 

The shift of the United Kingdom from a creditor to a debtor 
country will profoundly influence its ability to import. Be- 
fore the war, the excess of British imports over exports (nearly 
fi.6 billion) was financed from the earnings from overseas in- 
vestments (about $0.8 billion) and from shipping, insurance 
and other services. All these sources of foreign exchange have 
diminished, the decline being estimated at around $500 million. 

How, then, can Britain balance her international account? 
She may reduce her imports or increase her exports. In 1913 
the ratio of British imports to the national income was 35 per 
cent. By 1938 the ratio of imports to income had fallen to 2 1 
per cent. Whether or not this trend may continue 'depends 
fundamentally upon world developments. 

British economists have estimated that England must in- 
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crease her exports by 50 per cent over her prewar exports in 
.order to pay for necessary imports and to offset the loss of 
foreign exchange owing to the liquidation of foreign invest- 
ments and the decline in earnings from services of various kinds 
and also to pay off gradually the frozen sterling balances. So 
large an increase in exports would require larger imports of 
raw materials. Thus any gain in exports is not all net. It will 
therefore be difficult to provide a requisite volume of exports 
to balance Britain’s international account. 

It would be to our advantage to promote, by means of inter- 
national collaboration on many fronts, a high level of world 
prosperity and world trade so that England may balance her 
accounts by increasing her exports. To the extent that this is 
made possible, she will not be compelled to pursue restrictive 
measures on her imports — measures that would be seriously 
damaging to our own foreign trade. 


chapter xxi 


Monopoly and International Cartels 


Broadly speaking there are two points of view with respect to 
cartels. According to one view, international cartels should be 
completely suppressed and eliminated. They should be de- 
stroyed, root and branch, by the concerted action of leading 
countries. If this is impossible, at any rate the United States 
ought rigorously to prohibit American participation. Accord- 
ing to this point of view, cartels have no function to perform 
and are to be regarded per se as antisocial institutions. 
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According to another point of view, cartels have arisen in 
consequence of modern economic conditions. They cannot 
arbitrarily be uprooted since they are a means of accommoda- 
tion and adjustment to deep-seated problems that cannot easily 
be brushed aside. Cartels may indeed as they have operated in 
the past have had unfortunate economic consequences, but 
this does not necessarily imply that their structure, organiza- 
tion and functions may not be so adjusted as to perform a useful 
purpose. 

These opposing points of view in respect to international 
cartels are not unlike the opposing points of view with respect 
to trade unions. To be sure, relatively* few economists today 
take the position that trade unions are inherently bad and ought 
to be eliminated. Formerly a large section of economic opinion 
favored this view and it still persists in certain quarters. In- 
creasingly the view has won ground that trade unionism is a 
necessary institution under modern conditions, that its abuses 
must be eliminated as far as possible and that its organization 
and procedure must be adapted so as to serve the useful pur- 
pose of promoting good labor relations, fostering increasing 
productivity and a fair division of the product of industry. 

That international cartels may in certain limited areas of 
economic life prove to be useful institutions under modem 
economic conditions, that their uneconomic and antisocial 
policies can be eliminated, and that they can be reformed and 
reorganized so as to promote a well-functioning economic 
order, is a view that is currently sharply challenged. The anal- 
ogy of trade unions suggested above should certainly not be 
accepted lightly. 

It may be observed that international industrial cartels have 
frequently been organized in heavy-goods industries and in 
certain basic mineral products. These areas are peculiarly 
subject to violent fluctuations in the business cycle. An indus- 



i -]2 America’s, role in the world economy 

try that suffers violent fluctuations cyclically in the quantity 
of goods sold is inevitably cursed with excess capacity. Capac- 
ity is built up to meet the requirements of the peak load of the 
boom period; but speculative and excessively optimistic expec- 
tations engendered in the boom cause capacity to be built up 
even beyond the requirements of the peak load. It may further 
be observed that heavy-goods industries require a very large 
amount of fixed capital. Since the variable costs are relatively 
low, competitors are under pressure to take markets away from 
each other by cutthroat competition. Unless they can combine 
and divide the market in some manner, this process leads into 
^bankruptcy. The process of cutthroat competition is partic- 
ularly likely to occur in third-country markets where an added 
increment of output may be dumped to advantage at' prices far 
below 7 average unit cost. 

With respect to international agricultural commodity agree- 
ments, again a basic problem is that of overcapacity. This over- 
capacity relates in part to (a) the inelasticity of demand for 
agricultural products and the limited growth over time in the 
demand for these products in relation to the ever rising demand 
for industrial products, (b) the continued advance in the tech- 
nical efficiency of agriculture, (c) the pressure of population 
growth in rural areas and in primary-producing countries and 
(d) the overstimulation of agriculture incident to World 
War I and now again to World War II. 

■ The basic problem underlying the formation of both inter- 
national industrial cartels and international agricultural com- 
modity agreements — namely, the adjustment of normal supply 
to normal demand — can in considerable measure be met by 
reducing the fluctuations of the cycle and achieving a rela- 
tively high degree of stability at full-employment income levels. 
With respect to international industrial cartels, if the violent 
cyclical fluctuations could largely be eliminated, a major cause 
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for excess capacity (and hence the inducement to restrictive 
practices) . would be removed. With respect to agricultural 
commodities it is evident that a considerable part of the excess 
capacity of agriculture would disappear in the event of a sus- 
tained full-employment income. 

The function of international commodity agreements is fun- 
damentally to facilitate a long-run adjustment of normal supply 
to normal demand without causing the painful and indeed un- 
endurable hardships to the producers which inevitably follow 
from permitting an automatic adjustment to take its course. A 
constructive approach to the problem therefore involves not 
merely adjustment of production to current demand but also 
ways and means of finding new uses and new outlets for the 
product iri question and of transferring the submarginal farmers 
to other regions and to other industries in the economy. 

The function of international industrial cartels properly con- 
ceived should also be to adjust Capacity to normal demand, at 
the same time promoting efficiency and adjusting the selling 
price in accordance with unit costs at reasonably full utilization 
of plant and equipment. 

The essential evils of monopoly considered from the stand- 
point of their effect upon the economic functioning of the so- 
ciety can be briefly stated. They relate (a) to restriction and 
suppression of technical improvements, (b) to an uneconomic 
use of resources and (c) to an intensification of the savings- 
investment problem. . 

International cartels, as is well known, have been guilty of 
the suppression of patents. And monopoly, by charging an 
excessive price for the product, causes a distortion in the price 
structure, an uneconomic restriction in the output of the ex- 
cessively , priced product, and so an uneconomic use of re- 
sources, Monopoly, moreover, has the effect of yielding monop- 
oly profits. Either the wage is too low or the price is too high. 
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The consumption of the masses is thereby restricted. Excessive 
profits feed into the flow of savings and thereby the savings- 
investment problem is intensified. 

To deal with these problems, it may be doubted whether 
mere trust-busting and periodic prosecution in the courts are 
very effective devices. Instead — as indeed is increasingly rec- 
ognized by the United States Department of Justice — a con- 
tinuous administrative correction of abuses is required. This 
involves an administrative unit in the Department of Justice 
which constantly keeps itself informed of current practices and 
developments in the various organizations and corporations in 
question, and which is therefore in a position to prevent abusive 
practices at the source rather than to perform a major operation 
after the cancerous growth has developed. 

Such continued administrative control requires, if it is to 
be adequate and effective, a far more comprehensive and de- 
tailed control of accounting procedure than has heretofore been 
achieved. 

With respect to international cartels, an International Au- 
thority might be instituted which would continuously be on 
the job to prevent at the outset abusive practices. Such an 
International Authority, to be effective, might have to be ade- 
quately represented on the boards of international cartels, where 
feasible. 

In order to prevent the suppression and restriction of tech- 
nical improvements, a major reform in our patent system is 
necessary. For one thing, is there any good reason why patents 
as such should not be completely abolished, substituting there- 
for a royalty for the inventor and permitting all companies, 
upon paying such a royalty, free use of the new device and 
free opportunity to develop new techniques, new products and 
new processes? 

The government ought, moreover, to set up a research in- 
stitute amply financed which would give promising careers to 
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able young scientists. Such a government research institute, set 
up on an adequate scale, could be expected to increase very 
greatly the number of young men undertaking graduate studies 
in physics, chemistry and engineering and would provide us 
with a far richer supply of the most important resource any 
country can have — scientific knowledge and scientific per- 
sonnel. The results of such a government' research institute 
should be made available freely to all companies. 

With respect to the savings-investment problem, three ap- 
proaches are suggested. One relates to the control of prices. 
Adequate accounting procedure, continuous up-to-date in- 
formation on unit costs, and publicity with respect to these 
facts would make it difficult for a corporation to maintain 
arbitrarily monopolistic prices quite out of line with the cost 
situation. The growing strength of trade unions broadly con- 
sidered can be expected to act as a restraining factor upon ex- 
cessive monopoly profits. If, in fact, price control should prove 
inadequate and excessive monopoly profits should prevail over 
a considerable period, trade-union action may be expected to in- 
crease wages. Such action is socially legitimate up to a certain 
point, but within fairly restricted limits. Trade unions in a 
monopoly industry are entitled to rising wages as productivity 
increases and it may even be justifiable for them to set the pace 
for wage advances for the country as a whole. But it is not 
legitimate for the trade union in a monopoly industry merely 
to share with the owners of the industry antisocial monopoly 
profits. 

From the broad social standpoint, in the event that price con- 
trol floes not prove adequate a final approach to the problem 
is through taxation of monopoly profits. This, however, must 
be regarded as a policy of last resort. W r hile taxes might capture 
excessive profits, it would still be true that a monopoly price, 
unjustified by the cost situation, distorts the structure of prices 
and results in uneconomic use of resources. The only really 
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basic approach to the problem is the continued adjustment of 
prices to unit costs, and hence the elimination of excessive 
monopoly profits. 

Aside from the purely economic aspects of monopoly, there 
are also the political implications. Monopolistic organizations 
and corporations must be made the servants of a well-function- 
ing economic and political society and not its masters. A whole- 
some safeguard against monopolistic political power lies in the 
growth of the labor movement, of the co-operative movement, 
and of an enlightened public opinion functioning through the 
power of a democratic political state. Unfortunately in this 
country the co-operative movement is weak and its prospects 
in the future are not bright. Thus we are robbed of one of the 
main safeguards against excessive monopoly power which some 
European countries enjoy. We are therefore forced to rely 
upon the counterbalancing power of the labor movement and 
upon an increasingly enlightened public opinion. 


CHAPTER XXII 


International Collaboration vs. 
Economic Isolationism 


After World War I the United States turned isolationist along 
political lines. We are now convinced that this was a great 
mistake. We are now prepared to go along on a world political 
organization designed to maintain the peace of the world. But 
are we prepared to back up such a peace security organization 
with the economic policies, international and domestic, neces- 
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sary to provide the requisite economic foundation for world 
security? 

Along economic lines two questions confront this country. 
First, is the United States prepared to co-operate effectively in 
international economic institutions such as the Bretton Woods 
Monetary and Financial Plans or the Dumbarton Oaks Pro- 
posal for an Economic and Social Council? And second, is the 
United States prepared to “pull its weight” in the world econ- 
omy by maintaining full employment and a high level of in- 
come at home? 

We are confronted in the program for international eco- 
nomic co-operation now before the Congress with a decision 
no less significant than that of our adherence to the League of 
Nations after World War I. Whatever arguments may be made 
with respect to details (about which there will always be differ- 
ences that must of necessity be resolved by compromise) the 
fact is that adherence to these institutions for international 
economic collaboration will in large measure determine what 
kind of a postwar world we shall have. A world political federa- 
tion is not enough. Without economic international co-opera- 
tion, political arrangements are bound to fail. Having become 
internationalist on political lines there is the gravest danger 
that the United States will remain isolationist on economic 
lines. 

There can be little question that the whole world will be 
watching to see which way the United States is going. And it 
will be quick to conclude that American collaboration along 
political lines is an empty gesture if economic co-operation is 
refused. This is the gist of the matter. We are confronted with 
issues that will be decisive for many generations to come. We 
are facing another crisis in our international relations not un- 
like that high-lighted in the famous Lodge-Lowell debates of 
25 years ago. 

But in laying our plans for a durable peace and for inter- 
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national security we cannot afford to overlook the threat to 
the stability of any international arrangements, whether po- 
litical or economic, that would arise if this great country ex- 
perienced a recurrence of deep 'depression and prolonged mass 
unemployment. 

It is precisely the uncertainty with respect to the future of 
the American economy that looms up as a major disturbing 
element in the postwar outlook throughout the world. The im- 
pact of the United States upon world trade and world pros- 
perity is very great. Unemployment and a low level of output 
in- our mass-production industries have a profoundly depress- 
ing effect upon world prices. Unemployment and depression 
here drastically reduce American purchases of raw materials, 
luxury products and tourist-travel expenditures throughout the 
world, with repercussions back upon ourselves. Foreign coun- 
tries have every reason to fear the economic impact of this 
country upon world affairs if we continue to have violent eco- 
nomic fluctuations or chronic unemployment. 

Thus the whole world is eagerly watching the progress of 
postwar plans in the United States. World security and world 
peace depend in a very fundamental sense upon how good a 
job we do in managing our own economy. Prosperity and full 
employment in the United States are a basic prerequisite to 
world political and economic security. 

It is therefore doubly tragic that we face our own future 
without assurance and confidence. We have as yet reached no 
agreement among ourselves as a nation on any dependable and 
far-reaching program to insure postwar full employment. 

Such a program involves many things. But central and basic 
to all others is a compensatory and developmental program. It 
is encouraging to find the governors in the Missouri River 
Valley urging the federal government to set up a Missouri 
Valley Authority. Regional resource development, urban re- 
development, housing, education, public health, social security 
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— these are all parts of a broad developmental program designed 
to improve both our human and our material resources and to 
provide an ever rising standard of living. We need to plan now 
clear through the blueprint stage a $50 billion federal, state and 
local improvement and developmental program extending over 
a six- to eight-year period. In addition, this country should play 
its part in international investment as a means to provide out- 
lets for our savings. Within the framework of a far-reaching 
developmental program — domestic and international — there 
will be room for sufficient flexibility so as. to offset cyclical 
fluctuations in the private sector in the economy. 

The British government has put forward a far-reaching plan 
for a comprehensive system of social security. Even more fun- 
damental '(since upon it depends the success of social security) 
is the White Paper on Employment Policy . This paper sets out 
the means whereby stable and full employment may be secured 
in the postwar period. Even more far reaching is Full E'mploy - 
merit in a Free Society by Sir William Beveridge. 

The Australian delegation at the ILO Conference at Phila- 
delphia, and again at the Monetary and Financial Conference 
at Bretton Woods, urged that governments enter into an inter- 
national agreement, each to maintain full employment in its 
own domestic economy. It- was urged that domestic policies 
aiming at high levels of employment by expansionist measures 
are of international concern because of their effect upon the 
demand for goods and services. This demand is the final source 
of trade. The experience of the interwar period shows that the 
volume of, international trade is highly dependent upon the 
level of employment in the great industrial nations. When em- 
ployment and prosperity are high, trade has flourished even 
though hampered by tariffs and other restraints on trade. Do- 
mestic high employment and prosperity can override fairly 
serious obstacles to trade and have, in fact, despite these ob- 
stacles, produced a high level of international trade. Moreover, 
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the condition of full employment is favorable for the removal 
of excessive barriers to world trade. Without high levels of 
employment and purchasing power, the real motive force be- 
hind international trade is lacking. 

Domestic policies aiming at full employment are of inter- 
national concern also because unless employment is maintained, 
other international agreements cannot function successfully. 
The Australian delegates urged that unless business fluctuations 
can be reduced, monetary and trade arrangements,, however 
well devised, may not endure. When employment and business 
fall off, there inevitably ensues a struggle between countries 
to capture as large a share as possible of a dwindling trade. 
Scourged by unemployment, countries will seize upon what- 
ever means of relief lie at hand. Unbalance in international 
accounts arise. Restrictive measures will be introduced. Thus 
import quotas, tariff abnormalities, competitive currency de- 
preciation and bilateralism return to plague us. 

An international agreement to maintain full employment 
does not, of course, insure that all countries will succeed in this 
undertaking. Each enters into the commitment in good faith, 
but -all are aware that perfection cannot be achieved. It was 
fully recognized by the Australian delegates that the fear of 
men and women everywhere, haunted by memories of unem- 
ployment, will not be fully allayed until there is evidence over 
a considerable period that nations in fact are able, to maintain 
employment. Nevertheless, it was urged that acceptance by 
nations of an obligation to maintain employment would do 
much to mobilize public opinion everywhere to see that the 
obligation was carried out. 

Some have objected that domestic policies of employment 
are the sovereign concern of nations and should not be made 
the subject of international agreement. But the tariff of a coun- 
try and the foreign-exchange value of its currency have equally 
been regarded as matters of sovereignty. In the final analysis, 
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the sovereignty of a nation is not threatened when a country 
recognizes the unescapable fact that it lives in a world of many 
nations, and that its own well-being is furthered by the making 
of international agreements. 

The Australian delegates did not suggest the creation of an 
international employment authority endowed with the power 
to interfere with the domestic policy of any country. The ways 
and means to secure and maintain full employment would be 
left to each country to determine. As we have seen in earlier 
chapters of this book, domestic employment may indeed be 
created by measures that injure other countries — measures that 
have been well designated by the phrase “beggar-my-neighbor” 
policies. But these are neither necessary nor desirable measures. 
Indeed, it is one of the objects of international economic co- 
operation to reduce such measures to a minimum. But other 
than these internationally undesirable measures, every country 
would be free to determine its own employment policies. 

In some countries the state will play its role in a mixed system 
in which public utilities, railroads and industries that tend to 
become monopolistic are state owned and operated. In others, 
greater reliance will be placed upon private enterprise, the role 
of the state being largely confined to sustaining adequate total 
demand by means of social-security measures and develop- 
mental projects that are socially productive but not profitable 
for private enterprise. The conditions confronting different 
countries will vary, both in terms of the investment oppor- 
tunities for private enterprise and in terms of the social and 
political climate. Yet in most modern democracies the pattern, 
broadly conceived, is the same. In all of these countries, private 
enterprise will employ a large majority of the population. In 
all, conditions of employment will be determined by voluntary 
collective bargaining with minimum conditions established by- 
labor legislation. In all, the state will play a highly significant 
role in the provision of social services, including education. 
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healthy housing for low-income groups and social security; and 
in the provision of community and regional improvement and 
development projects, including standard public works, trans- 
portation facilities, agricultural development projects, urban 
redevelopment, the control and development of river and water 
resources and the development and conservation of natural re- 
sources. These things are basic to all modern democracies. And 
in all the industrial countries, public expenditures by now play 
so large a role in income formation that fiscal policy of neces- 
sity has become a major instrument of control and an important 
means to maintain high and stable employment. 

An international commitment by all countries to maintain 
high levels of domestic employment would contribute greatly 
to the success and workability of all other international eco- 
nomic arrangements. These economic arrangements, in turn, 
are necessary and basic foundations upon which to build world 
political security. The various plans that have already been 
established or agreed to in international conferences — relief 
and rehabilitation, food and agriculture, commodity stabiliza- 
tion agreements, labor conditions, monetary arrangements, 
world reconstruction and development and, finally, the co- 
ordinating and integrating Economic and Social Council pro- 
jected at Dumbarton Oaks — these are important beginnings. 
More needs to be done. But we are on the way, and we must 
press forward until we have achieved that measure of inter- 
national co-operation necessary to provide a solid economic 
foundation for world political security. 
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Exchange Control and 
Primary-Producing Countries 


Permanent international institutions such as (a) an Inter- 
national Monetary Fund, (b) an International Bank for Recon- 
struction and Development, (c) an International Commodity 
Corporation and (d) an International Economic and Social 
Council are being designed to promote economic international 
stability, world prosperity, full employment in the advanced 
countries, higher levels of productivity in the backward coun- 
tries and a high level of world trade. 

These goals, it is now generally agreed, cannot be realized 
by reversion to international laissez faire. A mere reliance on 
the automatic functioning of the price system will not accom- 
plish these ends. Indeed, it is because this is by now widely rec- 
ognized that international institutions such as those indicated 

o 

above are now being planned. 

We can no longer hope to achieve international equilibrium 
by merely relying on the automatic functioning of the gold 
standard. But if we set the gold standard aside, something else 
must take its place, or else chaotic conditions will derive from 
competitive exchange depreciation. The International Mone- 
tary, Fund is designed on the one side to achieve reasonable 
exchange .stability and on the other to provide reasonable flex- 
ibility* Thus this proposed international institution is expected 
not to prohibit exchange depreciation but to regularize the 
process of exchange adjustment. 
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Likewise, it is increasingly recognized that the legitimate 
goals of the undeveloped countries cannot be achieved by re- 
liance on the old ideologies, which had nothing to contribute 
as a positive solution except the maintenance of a free price 
and exchange market. If the older ideologies prevail, the back- 
ward countries can be expected to continue to remain very 
largely economic colonies. 

The primary-producing countries need above all (a) diver- 
sification of agriculture, (b) a moderate degree of industrializa- 
tion consistent with their resources, especially the manufacture 
of light consumers’ goods, and ( c ) basic developmental projects, 
including improved transportation, electric power develop- 
ment and other projects. These things will riot automatically 
happen under the functioning of a free world market. They 
require international planning and the continued guidance of 
international institutional arrangements. 

To achieve the ends sought two things are necessary: (a) 
the export from the older countries of technical skill and guid- 
ance — scientists, agricultural technicians and engineers, and 
(b) export of equipment from the mature industrial countries. 

Quite obviously it is impossible to achieve any rapid increase 
in productivity in these backward countries without a large 
volume (large relative to the size of these economies) of capital 
formation. In the period between the two wars Russia set aside 
approximately 30 per cent of her national income in capital 
formation. This is the foundation upon which Russia’s great in- 
dustrial and military strength now rests. The Russian planned 
economy, while expanding production, curtailed consumption 
and thus distilled out of the productive process a vast volume of 
capital formation. 

The relatively underdeveloped countries can achieve this end 
by less rigorous methods and without resorting to totalitarian 
organization. But it is not likely that they can make any rapid 
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progress in this direction without deliberate international plan- 
ning and collaboration. 

In order to obtain the capital necessary to diversify, indus- 
trialize and construct the basic developmental projects, con- 
sumption must be restrained. For the industrially under- 
developed countries this does not, however, mean necessarily 
an absolute reduction in the consumption of the masses. It does 
mean a curtailment of the high propensity to import consum- 
ers’ goods especially by the upper classes. This high propensity 
to import must be brought under control. This is particularly 
true in the postwar period. If it is not brought under control, 
the accumulated dollar balances piled up during the war are 
likely to be dissipated largely in consumption imports. They 
ought to be conserved for needed capital formation. 

If the propensity to import consumers’ goods is brought 
under control, much of the needed capital equipment can be 
imported from the 'United States and other industrial coun- 
tries and paid for out of export proceeds, thereby reducing the 
burden of foreign debt. This is an important consideration 
from the standpoint of international equilibrium. 

It is very doubtful whether the high propensity to import 
consumers’ goods can be adequately brought under control 
without exchange control. The International Monetary Fund 
ought not to take a doctrinaire view with respect to exchange 
control. It is not expected to take a doctrinaire view with re- 
spect to exchange adjustment. Exchange depreciation at times 
will be regarded not only as appropriate but even as necessary 
to achieve international equilibrium. Similarly, exchange con- 
trol by countries in a certain stage of economic development 
should be regarded as not only legitimate but also necessary in 
order to promote world prosperity and international equilib- 
rium. 

Exchange control is, moreover, an important instrument for 
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stability in a country suffering violent fluctuations in its bal- 
ance of payments due to (a) crop failures in major export com- 
modities and (b) depression in foreign markets. 

Multilateral trade and free exchange (instrumented through 
the international institutions referred to above), it is believed, 
can best serve international prosperity and equilibrium in a 
very large part of the modern world, including the British 
Empire, the United States and the greater part of Europe. 
Moreover, as the primary-producing countries gradually evolve 
toward a more balanced and mixed economy, they may be 
expected to become ripe for admission into the circle of mul- 
tilateral trade and free exchange. Exchange control can, in the 
meantime, serve as a useful incubator in the process of growth 
and development. 

Side by side with the process of development and capital 
formation, internal institutional arrangements in these back- 
ward countries should be set up to promote a larger flow of 
internal savings. The high propensity to consume and the thin 
margin of savings in these economies create a situation in which 
fluctuations in the money supply account in large measure for 
the price-volatile character of these primitive economies. It is 
because the consumption function impinges so closely upon 
the level of output that fluctuations in the money supply pro- 
duce closely corresponding fluctuations in price. In these primi- 
tive countries unemployment is a relatively minor problem; 
inflation and price instability are a perpetual evil 

What needs to be accomplished, of course, is not to lower 
the level of consumption but to raise the level of output. But 
as this process goes on through agricultural diversification, in- 
dustrialization and basic developmental projects, the margin 
between consumption and output should be widened so as to 
develop a larger flow of internal savings. This would promote 
internal stability and at , the same time provide internal means 
for capital formation as the process of development moves on. 
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Savings institutions and facilities should be developed, includ- 
ing guaranteed and insured home mortgages, government sav- 
ings bonds and public savings institutions. 

While the industrially mature countries need to devise ways 
and means of raising the consumption function as z- means to 
promote full employment, the primitive countries should pro- 
mote institutional arrangements that will increase the flow of 
savings, on the part of those sections of the population able to 
save, parallel with the process of raising productivity and out- 
put. 

Important parts of the program of development in the primi- 
tive countries, moreover, must consist of improvement in (a) 
education (both general and technical), (b) public health, and 
(c) nutrition. Mere emphasis upon capital formation, agricul- 
tural diversification and basic improvement projects is not 
enough. Simultaneously with these developments, a large in- 
vestment must be made in the human resources of these coun- 
tries. 


APPENDIX B 


A Note on tl ‘Fundamental Disequilibrium” 


Professor Haberler, in his illuminating article in the Review 
of Economic Statistics for November, 1944, concludes that 
the term “fundamental disequilibrium” should be interpreted 
by means of an objective, unambiguous and observable crite- 
rion, Such a criterion, he concludes, could only be an actual 
deficit in the balance of payments, but he suggests that it most 
be left to the judgment of the managers of the Monetary Fund 
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to decide how large the deficit must be and how long it must 
last before the disequilibrium can be regarded as fundamental. 

I am not at all convinced that an actual deficit in the balance 
of payments, or its absence, is a satisfactory criterion on the 
basis of which to determine the presence, or absence, of a fun- 
damental disequilibrium. My skepticism is no doubt related to 
the fact that I should seriously question whether in most cases a 
deficit in the balance of payments can in fact be cured by a 
change in the exchange rate. I do not deny, however, that 
along with other measures a change in the exchange rate may, 
in certain specific cases, help. 

A wrong exchange rate may not reflect itself in a deficit in 
the balance of payments at all. As Dr. Nurkse 1 has pointed out, 
and as Professor Haberler has reiterated, there was no deficit 
in the balance of payments in England in 1925-30. Yet in the 
judgment of most competent students, the pound was over- 
valued. The overvalued pound was reflected not in a deficit in 
the balance of payments but in a serious deflationary pressure 
upoii prices and wages, especially in the export industries, and 
in widespread unemployment. Similarly, in the period 1.93 1— 
33, the depreciation of the currencies of many countries had 
no significant effect upon the American balance of payment 
position, but exerted a strong downward pressure upon Amer- 
ican prices. American industries competing with import indus- 
tries took their licking by meeting the price competition of 
depreciated currencies. But they held their own in the market. 
American imports did not rise. 

The essential point, I think, is that the price elasticity of ex- 
ports and imports is by and large not very great. A change in 
the foreign-exchange rate can affect the balance of payments 
only in so far as the price elasticity of exports and imports is 
relatively high. An incorrect exchange rate creates a disequi- 

1 Ragnar Nurkse, International Currency Experience, League of Nations, 
Princeton University Press, New Jersey, 1944. 
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librium not so much in the balance of payments as in . the in- 
ternal cost-price structure of the country in question. An over- 
valued currency has a deflationary effect on prices, distorts the 
cost-price balance and contributes to unemployment. On the 
other side, while an undervalued currency eases the price com- 
petition of foreign competitors, the volume of internal invest- 
ment may be so low as to create internal deflation and de- 
pression despite the favorable exchange rate. Nevertheless a 
favorable exchange rate makes easier a program of expansion 
whenever such a program is undertaken by the government. 

It seems to me, therefore, that there is a far greater core of 
truth in the “purchasing power parity” theory than either Dr. 
Nurkse or Professor Haberler admit. I should rather state it 
in terms of “cost structure parity,” since admittedly the pur- 
chasing power concept is too loose and ambiguous for reasons 
that have been adequately discussed in the literature of the 
past two decades. An exchange rate may be regarded as cor- 
rect if it affords no “artificial” advantage in international com- 
petition. This means that when all of the productive resources 
of a country are fully employed, the exchange rate shall not 
artificially divert certain industries to the foreign market.- A 
correct exchange rate is one in which only those productive 
resources of the country are employed in exports that have a 
comparative advantage in the foreign markets on the basis of 
an economic, world-wide allocation of resources. The ex- 
change rate of a country should be adjusted so that its cost 
structure will tend to be pushed neither downward nor up- 
ward by the given exchange rate. An equilibrium exchange 
rate is therefore one that represents a “parity” in the cost struc- 
ture 6f the different countries. 

It would probably not be very difficult to discover serious 
departures from an equilibrium exchange rate if all countries 
really enjoyed full employment. Under these conditions the 
“pull” of the foreign market in the case of an undervalued 
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currency, or the price-depressant effect of foreign competitors 
in the case of an overvalued currency, would be fairly easy to 
detect. In the case, however, of varying degrees of employ- 
ment in different countries and in various phases of a violently 
fluctuating business cycle, the cost-price-structure relationship 
within any one country is seriously distorted. Unit costs are 
abnormally high when utilization of capacity is low. Unit labor 
costs. are high, though wage rates would in fact prove to be 
low if capacity were fully utilized. The distortion of the cost 
structure, under depression conditions, makes international 
comparisons difficult. 

It is a question whether variation in the exchange rate should 
be used as a means to remedy artificial price competition from 
foreign countries caused by divergencies of the cycle behavior 
of different countries. Should such divergencies really become 
serious, it may be that temporary exchange control would pro- 
vide a more appropriate remedy. In all events, neither short- 
run cyclical fluctuations in exchange rates nor the imposition 
of exchange control at certain phases of the cycle could give 
us at all a satisfactory international economy. Merely to men- 
tiofi such remedies only underlines and stresses the urgent ne- 
cessity of co-ordination of internal policy to maintain full 
employment and to iron out the cycle in all important countries. 

If a country is under continuous and strong price deflationary 
influences from the outside world, it can, I think, be concluded 
that its exchange rate is out of line and should be adjusted. Tins 
is a case of a fundamental disequilibrium. Such a country may, 
however, not be suffering a deficit in its balance of payments. 
In view of the way business is organized under modern condi- 
tions, the consequences of a foreign-exchange rate that is out 
of equilibrium may not be a deficit in the balance of payments 
but rather price deflation and unemployment. This is the kind 
of a case which, I think, will most commonly come before the 
Governing Board of the Monetary Fund. 
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In determining whether the condition of deflation and un- 
employment is caused, or at least intensified, by a wrong ex- 
change rate, judgment must, of course, be applied to various 
matters. The country may be depressed by reason of a low 
volume of domestic investment. It should not be utterly im- 
possible to distinguish price-depressing effects flowing from 
inadequate internal outlets for investment from deflationary 
pressures from the outside. Mere price deflation and unemploy- 
ment is no proof of a disequilibrium in the exchange rate. 

Consider now the case of a country that has a deficit in its 
balance of payments. This condition is by no means proof that 
its exchange rate is out of line. Its balance of payment position 
may be due to a seriously depressed condition in some foreign 
country that normally constitutes its best market. This could 
be a cyclical matter and if so could probably reasonably well 
be recognized as such. Or the deficit in its balance of payments 
may be a chronic one owing to an unbalanced structure of 
production. If this is the case, a change in the exchange rate is 
not likely to be even temporarily, and especially in the long 
ran, of any significant value. What is needed is a realistic ap- 
praisal of the structure of the country’s imports and exports. 
Following such an analysis, it should be possible to find ways 
and means of developing the natural resources of the country, 
the required human skills, and the capital facilities necessary 
to alter the structure of the imports and exports so as to promote 
a. balance in its international account. If the fundamental struc- 
ture of a country’s imports and exports is seriously out of bal- 
ance, it would require perfectly enormous changes in the ex- 
change rate in order to bring about equilibrium. Again, we are 
back at the proposition that the price elasticity of exports and 
imports may not be adequate to bring about equilibrium. More- 
over, if a balance could be brought about by a change in the 
exchange rate this might merely tend to perpetuate a serious 
distortion of the structure of the economy of the country in 
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question. A thorough survey of the potential resources of the 
country, both human and material, the possibility of diversifica- 
tion of its agriculture and its industries in a broad develop- 
mental program, is certainly a more meaningful and realistic 
solution than to rely upon the weak reed of a change in the 
exchange rate. 

The conclusion I reach, so far as the cycle is concerned, is 
that the introduction of exchange control to meet a temporary 
emergency may be preferred to the juggling of the foreign- 
exchange rate. And the solution of a chronic deficit in the bal- 
ance of payments in many countries should be found in re- 
source surveys and developmental programs. Beyond this, 
however, a country may, in fact, be suffering from a funda- 
mental disequilibrium caused by an inappropriate exchange 
rate. And the real basis for determining whether such a dis- 
equilibrium exists is to be found in divergencies of the exchange 
rate from what I would call the cost-structure parity. The 
evidence of such disequilibrium would be an artificial price 
competitive pressure from abroad causing deflation and un- 
employment. 
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